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FOREWORD
This book contains the papers presented at the fifty-second annual meeting of the 
American Institute of Accountants, held September 18 to 21, 1939, at the Fair­
mont Hotel, San Francisco, California. The theme of auditing procedure was 
predominant, and an entire day was devoted to panel discussion and to prepared 
speeches on this topic. The system of general meetings combined with round-table 
sessions enabled the agenda to include, in addition, papers on numerous technical 
questions, such as internal conduct of an accounting practice, whose balance-sheet 
is it? inventories, municipal accounting, detection of fraud, 1939 income-tax 
legislation, and problems in accounting research. The papers presented at the 1939 
meeting are gathered here in one volume for the convenience of students and 
practitioners.
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I
Discussion of Auditing Procedure
Leader: P. W. R. GLOVER
September 21, 1939

Introduction
BY P. W. R. GLOVER
F
rom time to time authoritative 
books or articles on auditing pro­
cedure have been published. In 
1936 the Institute sponsored the pam­
phlet entitled Examination of Financial 
Statements, a revision of two previous 
pamphlets on the subject issued in 1917 
and 1929, respectively. Compared with 
articles and books on accounting pro­
cedure, practice, or principles, the liter­
ature on auditing procedure is limited. 
Perhaps the field is narrower. However, 
I think the members of our profession 
must feel a certain amount of satisfac­
tion in devoting this session to the dis­
cussion of a subject which in recent 
months has been the theme of so many 
articles by individuals, of press releases, 
and of public statements and resolutions 
by associations of accountants and 
others.
Current public interest in auditing 
procedure is evidenced by the fact that 
we are honored by the presence of 
William W. Werntz, chief accountant 
of the Securities and Exchange Com­
mission, of John Haskell, vice pres­
ident of the stock-list committee of 
the New York Stock Exchange, of 
W. H. Thomson, president of the Anglo 
California National Bank, representing 
the Robert Morris Associates, and of 
Rodney S. Durkee, president of Lane 
Wells Company, Los Angeles, and 
past president of the Controllers Insti­
tute of America, who are here to take 
part in our deliberations. I am glad to 
have had the opportunity of discussing 
certain problems of our profession with 
Mr. Werntz and Mr. Haskell on a num­
ber of occasions, and we are fortunate 
indeed in having them here, for I know 
they have an intelligent and sympa­
thetic approach to our problems.
The speakers following me will dis­
cuss several points of view on auditing 
procedure, so it is perhaps appropriate 
that I, as chairman, should limit my 
remarks to a few general observations.
In my opinion, the paramount prob­
lem of the profession with respect to 
auditing procedure is to make clear to 
the investing public and to credit grant­
ors the limitations of our practices and 
the measure of reliance which may be 
placed upon the written opinion of a 
certified public accountant with respect 
to the representations of a concern in its 
financial statements. I shall therefore 
address myself as briefly as possible to 
these questions.
Perhaps the public has drawn errone­
ous inferences from certain terminology 
used by the profession for many years 
such as a “certified statement,” “verifi­
cation of assets and liabilities,” etc. 
Such expressions may be interpreted by 
the uninitiated as placing upon the 
independent auditor full responsibility 
for financial statements accompanied by 
his report and opinion. This responsi­
bility, however, rests squarely upon the 
shoulders of the management of a con­
cern, whereas the independent auditor’s 
responsibility is limited to the reason­
ableness of the auditing and accounting 
procedures he has followed and which he 
has used as a basis for his opinion upon 
the representations of management in 
respect to the financial statements. 
Again, when we speak of the measure of 
reliance which may be placed upon an 
accountant’s opinion, a term which can­
not be absolutely defined or stated, we 
are of necessity using language of an 
intangible nature.
It is best to be frank and state that 
for a number of reasons the opinion of a 
certified public accountant concerning 
the financial statements of a concern 
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cannot give complete assurance to the 
investing public and to credit grantors. 
For example, many assets of going con­
cerns are valued upon a basis of histori­
cal cost or upon current appraisal — 
at amounts not realizable in cash upon 
forced liquidation. No insurance com­
pany would be willing to issue a policy 
guaranteeing the cash value of the 
assets of a going concern so that logi­
cally a certified public accountant, 
whose main function is to investigate 
and interpret records relating to past 
transactions, has no such responsibility. 
The certified public accountant makes 
an examination of the records of a con­
cern after the transactions have taken 
place. It is therefore clear that he has no 
first-hand knowledge of the purposes of 
any transaction and is dealing, so to 
speak, with hearsay or circumstantial 
evidence. Thus, he has acquired the 
title of “auditor” — one who hears and 
considers evidence and renders an 
opinion thereon.
Nevertheless, the independent audi­
tor has very definite responsibilities, and 
his work is of great value to manage­
ment, investors, and credit grantors. 
He must carry out his work diligently 
and in good faith, and the scope and 
character of his examination must be 
reasonable and measure up to current 
standards set by the profession. Much 
of his work is performed by testing and 
sampling methods with due regard to 
economy of expense to satisfy himself as 
to the effectiveness of the system of in­
ternal control and as to the correctness 
of the accounting procedures followed 
by the company. All of his work — the 
reviewing of internal control and ac­
counting procedures, and the examina­
tion and testing of accounting records 
and other supporting evidence — must 
be conducted by methods and to an 
extent which will be regarded as fair and 
reasonable and as justifying him in 
forming and expressing an opinion upon 
the representations of a company re­
garding its financial statements. It is 
upon these duties, adequately and in­
telligently carried out, that the inde­
pendent auditor stakes his reputation in 
expressing his opinion thereon.
In considering the value of audited 
financial statements to management, to 
the investor and to the credit grantor, I 
think corrupt management should be 
ruled out. It is impossible to safeguard 
investors entirely against unscrupulous 
management and dishonesty in an or­
ganization. No matter how extensive 
the scope of an examination may be, the 
independent auditor cannot be sure he 
will uncover all frauds. True, the more 
extensive the scope, the more likelihood 
there is of the independent auditor un­
covering fraud or misrepresentations. 
However, if he were to use every means 
at his disposal in seeking out dishonest 
practices, the cost to the client would 
be prohibitive and might run to ten, or 
even twenty, times the regular periodic 
cost of auditing. In view of the fact that 
dishonesty in management exists only 
in a few cases, it would be unfair to 
penalize the very great majority of 
reputable concerns in the hope of dis­
covery in isolated cases. The determina­
tion of the scope of an examination 
must meet two tests:
1. It must be adequate under ordinary 
circumstances, and
2. The cost must be reasonable and 
within the means of the client as an 
annual or periodic expense.
Periodical audits give a large measure of 
assurance to management that transac­
tions have been legitimate and have 
been accounted for correctly, and give 
to investors and to credit grantors the 
satisfaction of knowing that the rep­
resentations of management in its finan­
cial statements have received the stamp 
of approval of an independent auditor.
Perhaps too much emphasis has been 
placed upon the more interesting side of 
the professional work of the certified 
public accountant, that is to say, on 
accounting procedures and principles, 
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rather than upon the humdrum hard 
work of the independent auditor who 
satisfies himself that the records and 
supporting data of the transactions 
entered in the books and summarized in 
the financial statements are substan­
tially correct. An individual may be an 
expert accountant without ever having 
done any auditing work, but a certified 
public accountant cannot be a compe­
tent accountant unless he is also a good 
auditor. An accountant may be brilliant 
— an auditor never. The auditor must 
be hard headed and have a sixth sense 
for uncovering errors and frauds. That 
type probably would be described as a 
first-class auditor. Obviously, the suc­
cessful certified public accountant must 
be proficient in both accounting and 
auditing. He must also be alert and 
vigilant in performing his duties, per­
sistent in seeking the truth, and imbued 
with a spirit of exploration.
No one knows better than the trained 
and experienced public accountant and 
auditor how to conduct a comprehensive 
audit of a company’s affairs. As with all 
human beings, the independent certified 
public accountant is not infallible, but 
speaking generally, the profession of 
public accountancy has met its problems 
and overcome them in a manner satis­
factory to business and finance. In my 
opinion, it would be a fatal mistake on 
the part of the profession of public ac­
countancy to be unduly influenced by 
the suggestions or criticisms of those 
who are not altogether familiar with the 
processes of auditing procedure. It 
would be equally unfortunate for in­
dustry if governmental or quasi-public 
institutions dabbled too extensively into 
the procedures of the auditor whose 
problems they do not fully understand 
and whose responsibilities they would 
be unwilling to assume. The public ac­
countant, by training and experience, 
takes an independent, disinterested, 
and dispassionate view in making his 
examinations and is accustomed to 
solving his own problems. The profes­
sion, however, welcomes at all times 
proposals of outside organizations and 
is glad to avail itself of their cooperation 
and to consult with those having a prac­
tical interest therein.
The special committee on auditing 
procedure, whose first report dated 
May 9th last and whose supplementary 
and interpretive report dated Septem­
ber 18th were adopted by the council of 
the Institute, dealt only with auditing 
procedure relating to two classes of 
assets, namely, “inventories” and “re­
ceivables,” both usually very important 
items in the commercial or industrial 
balance-sheet. The special committee 
did not go beyond these two considera­
tions for the reason that the pamphlet 
previously referred to, Examination of 
Financial Statements, is in process of 
revision. Public accountants will at 
once recognize that there are many 
other matters in auditing procedure of 
equal importance with those relating to 
inventories and receivables.
It may be of passing interest, how­
ever, to note that, as a result of the re­
cent discussion and consideration of 
inventories and receivables, there has 
emerged one point of significance to the 
profession, that is, the procedure of 
looking beyond the company’s records 
in confirming the physical assets and 
the liabilities of a concern. During past 
years it has been customary in many 
cases to test the existence of receivables 
by direct communication with debtors 
and to investigate to some extent in­
ventory quantities, both procedures 
usually having been carried out by 
special arrangement with the client. 
These procedures have now been gener­
ally accepted by the profession, and any 
practitioner who omits to carry them 
out when good judgment would dictate 
that they should be followed does so on 
his own responsibility and at the risk of 
losing or impairing his reputation if his 
audit program ever comes under public 
scrutiny. The adoption of such auditing 
procedures by the Institute indicates a 
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trend towards contacting the tangible 
assets of a concern. One of my clients 
remarked to me recently that he 
thought the independent auditor kept 
too closely to the books and records and 
did not frequently enough view the 
actual assets of a concern. I understand, 
of course, the value of a thorough exam­
ination of the records of a concern by 
adequate testing and examining, but it 
seems to me it would be good practice 
for the public accountant to familiar­
ize himself with the operating condi­
tions in an industrial plant so as to have 
some knowledge of the manufacturing 
processes.
In connection with inventories, you 
will note in the supplemental report of 
the special committee on auditing pro­
cedure adopted by the council on Mon­
day last, September 18th, the change of 
emphasis from physical test checks of 
quantities to the plan of observing and 
attending at the inventory taking. I 
have sometimes wondered what the 
independent auditor means when he 
speaks of making physical test checks of 
quantities by count, weight, or measure­
ment. This would appear to be a very 
clear statement, but he cannot effec­
tively carry out such a procedure with­
out having an intimate knowledge of 
the company’s production, processes of 
manufacturing, etc. In some cases such 
intimate knowledge of the product is 
confined to experts in a particular trade 
or industry. The supplemental report, 
however, I think makes clear what the 
function of the independent auditor is in 
respect to inventories. He is capable of 
attending and observing intelligently 
the work of the client’s organization at 
the stock-taking; he is capable of com­
plete understanding of the methods 
used in making, controlling, and record­
ing the physical inventory count from 
its inception to the recording of quanti­
ties in the inventory records, their sum­
marization and final entry into the 
books and balance-sheet of the concern. 
During the stock-taking, he may re­
quire tests of quantities of inventory 
items to be made under his observa­
tion.
In opening this round-table discus­
sion of auditing procedure, I have made 
a few general observations upon the 
desirability of a fuller understanding by 
the public of the auditor’s work and of 
its limitations; upon the trend in audit­
ing procedure toward closer contact 
with the physical assets of the client by 
the independent auditor; and upon the 
change in emphasis from physical test 
checks of inventories to the more feasi­
ble method of attending and observ­
ing the stock taking by the auditor. It is 
unnecessary for me to comment further, 
as the papers which follow are in ca­
pable hands and will be discussed. In 
this way a permanent contribution to 
the subject will be obtained.
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BY HENRY RAND HATFIELD
T
here seems a friendly rivalry as to 
who can make the longest survey. 
When one starts with twenty-five 
years of accountancy, he soon has his 
ante raised to fifty years. I am tempted 
to go one better and cover seventy-five 
years if not of accounting, at least of 
accounting literature. But between 
Bryant and Stratton’s first edition is­
sued seventy-five years ago and Mont­
gomery, little of accounting interest 
appeared. So I take the more humble 
task of surveying the period since last 
the Institute was privileged to enjoy 
California’s balmy weather which was 
only twelve years ago.
History
I am, what was so aptly termed in the 
War Industry Board, “one of those 
damn professors,” and not a practi­
tioner. It is inevitable that the aca­
demic and theoretical, rather than prac­
tical details, appeal to me. Shall not 
the hand of the dyer be subdued by 
what it works in? You must bear with 
me if I harp on my own interests.
It delights me to find even among 
members of the Institute some increas­
ing interest in the history of accounting. 
Evidence of this is furnished by that 
invaluable aid, the Accountants' Index, 
in its lists of titles classified under “Ac­
countancy” and “Bookkeeping His­
tory.” This shows, in the four years 
after the Del Monte meeting, the same 
number of books devoted to the history 
of the subject as were listed as appearing 
in all the years from Paciolo to 1927.*  
And the number of articles of less than 
book length listed for these four years 
is half as many as in the 434 previous 
years. Admittedly the statistics are not 
complete; not of compelling authority. 
Not all books and articles dealing with 
the history of bookkeeping and ac­
counting have been listed in the Index 
under those heads. But it surely shows 
increased attention and interest. Henry 
Ford may have said that “history is 
the bunk,” but that is not so with scien­
tific men. Recently our university has 
established courses in the history of 
science. Many books have been written 
on the history of mathematics, a first 
cousin of accounting. Professor Charles 
Singer is renowned as a historian of 
medicine. It is pleasing to think that 
accounting is become enough of a sci­
ence to arouse interest in its history. 
And note well that the most recent 
books on the subject have been written 
not by those who are merely professors, 
but by certified public accountants and 
members of the Institute.
Note.—Professor Hatfield is a member of 
the faculty of the University of California, at 
Berkeley.
*The list contains two other works: Beck­
man, 1846, and Barnard, 1917, which I have 
not included as they are not specifically 
histories of accounting.
Principles and Practice
As an academically minded man, I 
hold that, if accounting is to stand 
among the sciences, it must have as a 
base some accepted accounting princi­
ples. The conflict between theory and 
practice is a false one, for practice to be 
sound should be related to sound theo­
ries. This is admitted by the practi­
tioners in that almost all of their certifi­
cates state that in their opinion the 
accounts are “in accordance with ac­
cepted principles of accounting.” It 
certainly behooves the profession, there­
fore, to know what a principle is, and 
what are the principles of accounting.
Accountants would hardly certify
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that an income-tax declaration was in 
accordance with the regulations of the 
Treasury Department if they did not 
know what those rules were, both as to 
how the regulations read, and as to how 
they applied to the taxpayer’s income. 
This is a truism and a platitude to 
address to your body. You realize the 
difficulties better than I. What concerns 
me is merely whether in the last duo- 
decennium there has been improvement 
in that respect.
Certainly, as never before, account­
ants, stimulated perhaps by the lash of 
legislative or administrative regulations, 
are trying to answer both the questions 
asked above. Particularly interesting is 
it to find that Gilman, in his new book, 
still damp from the press, devotes an 
entire chapter to the meaning of the 
word “principle,” and he has ransacked 
dictionaries, philosophical and etymo­
logical, foreign and domestic, in his 
search. An examination of current peri­
odicals shows similarly a real interest in 
the problem, and the prize given at the 
semicentennial was for a scholarly 
discussion of “principles, rules, and 
conventions.”
One point brought out clearly by 
George O. May is the distinction be­
tween “principle,” meaning a funda­
mental truth, or proposition from which 
others depend, and principle as a gen­
eral law or rule adopted or professed 
as a guide to action. Unfortunately, one 
scarcely ever knows in which sense the 
word is used by accountants, by state 
legislatures, or by the S.E.C. You have 
to certify to the agreement with the 
principles of accounting. How do you 
learn what these are?
By some it is thought sufficient to 
find out what is done in published in­
come statements and balance-sheets. 
(Whose balance-sheet is it?) On any 
point—valuation of assets, amortiza­
tion of bond discount, showing of profits 
despite a previous operating deficit, etc. 
—the procedure is to tabulate the prac­
tice of many corporations, and swear
by the results. This procedure rests on 
the dictum that
“. . . spite of pride, in erring reason’s 
spite
One truth is clear: What ever is, is 
right.”
But there is a real difficulty here. 
Are all corporations, or all accountants, 
of equal significance? A Gallup poll 
shows which opinion on neutrality pre­
vails, but unless you are a besotted ad­
herent to the vox populi, vox Dei tradi­
tion, it does not show which is the 
proper opinion. Might not two corpora­
tions or two accounting firms have 
sufficient precedence to outweigh three 
others of less significance? Professor 
Canning relies on the “ better firms,” but 
what determines the superiority of one 
over another? In his case one suspects 
that those accountants whose opinion 
to some degree approximates his own 
preconceptions are the better ones.
The accounting practices of a given 
moment are no proof of their validity. In 
1907 the American Railway Association 
stated that the regular accounting for de­
preciation “involves a misstatement of 
facts and is therefore not good account­
ing.” Can we not say that at one time 
the practice did not, and at another 
time did, conform to the principles of 
accounting? Why has the practice 
changed, unless some one with clearer 
vision saw that it ought to change? 
Is it not the function, the duty, the 
privilege of the accountant to consider 
the essential nature of accounting and 
to point out practices which should be 
changed? Who can do this better than 
the accountant, the independent ac­
countant of whom we hear so often?
Specific Principles
The problem becomes more com­
plicated when an attempt is made to 
list the specific principles, whether 
fundamental truths or professed rules, 
with which accounts must accord. 
Surely here again some progress has
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been made. Probably no accountant 
would include as one of the three princi­
ples of accounting “the use of columnar 
ruling.” But this was done not so very 
long ago. The formula that no profits 
are to be anticipated is dignified as a 
principle by very many; but even as a 
professed rule, it is nullified every time a 
discounted note is written up and in­
terest income credited. Prominent mem­
bers of the Institute have said, “It is 
a sound principle (Query: Is a sound 
principle one which is vox et praeterea 
nihil?) of accounting that dividends are 
payable only out of surplus earnings.” 
But that at best is a rule of law, not a 
principle of accounting, and even as a 
rule of law, it is not universally true, 
for dividends are paid, and in some cases 
with full legal sanction, out of premium 
on stock issued.
As soon as Stanley set foot on African 
soil (you see I go to the movies as well 
as to Institute conventions), his dis­
covery of the long-sought Livingston 
was in part already accomplished. It is 
a source of gratification that so many 
accountants are searching for the still un­
discovered accounting principle. Doubt­
less some day the president of the In­
stitute will come upon it, and extending 
a cordial hand, will say, “Ah, Major 
Accounting Principle, I presume.” It 
will indeed be fortunate if the presump­
tion be correct, and if one can really 
recognize a principle when one comes 
face to face with it in the jungles of 
accounting literature.
Cost or Value
A survey of the accounting literature 
since 1927 shows an increasing interest 
in the problem as to whether accounting 
is concerned with cost or with value. 
The problem is unhappily phrased. Any 
expression in terms of dollars is an ex­
pression of value, simply because the 
dollar is a unit of value. If one speaks 
of a thousand yards of ribbon, reference 
is solely to linear extension, of which the 
yard is a unit. If 1,000 square yards of 
piece goods are mentioned, it is an ex­
pression solely of area. But when the 
accounts read “Silk goods, $1000,” 
there is no indication of length, or of 
superficies, but solely an expression of 
value, of which the dollar is the ac­
cepted unit.
The debate properly is not between 
cost and value, but between cost, or 
original value, and present value. Con­
fusion arises by unwarrantedly inter­
preting value as always meaning pres­
ent-day market value, instead of recog­
nizing it as any expression in terms of 
the monetary unit.
It is nevertheless a question much to 
the fore as to whether original-cost value 
or present-day value is the subject 
matter of the balance-sheet. Probably 
the trend since 1927 has been to em­
phasize cost, rather than present value. 
We all know the categorical fulmination 
of the American Accounting Associa­
tion expressed as a “fundamental 
axiom” (“fundamental” is an interest­
ing adjective when applied to “axiom”) 
that accounting is not a process of valu­
ation, but an allocation of historical 
costs. A similar statement, more soberly 
expressed, is made by one of the most 
distinguished members of the Institute, 
and is echoed, in varying phraseology, 
by the majority of writers.
But it should be kept in mind that 
the discussion is not altogether one­
sided. The most interesting bit of ac­
counting theory which has appeared in 
America, Canning’s Economics of Ac­
countancy, is unrestrictedly in favor of 
present values as the basis of account­
ing. An even more recent writer, Mr. 
Rowland Edwards, advances the same 
theory, and Professor Fritz Schmidt, 
both before and after 1927, has stead­
fastly upheld the present-value theory.
In some circumstances surely it is 
current value which counts. The re­
quirement that an insurance company’s 
assets must bear a certain ratio to its 
policies has no significance if cost, not 
present value, is stated. And so with the 
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2:1 ratio and similar tests used by 
analysts.
Balance-sheet or Income Statement
Closely connected with the emphasis 
on cost, rather than on current value, 
is the question of the relative signifi­
cance of the balance-sheet and the in­
come statement. Indeed, this is almost 
the same problem somewhat differently 
expressed, for emphasis on cost is often 
considered to be the same thing as em­
phasis on the income statement; em­
phasis on present value as emphasis on 
the balance-sheet. In this, too, there has 
been progress since 1927. It is true that 
more than twenty years ago the bal­
ance-sheet had by some been relegated 
to a subordinate, to an inferior position. 
This is strikingly so with Professor 
Schmalenbach who has preached that 
doctrine in edition after edition of his 
Dynamic Balance-sheet, the sixth edition 
appearing in 1936.
According to Schmalenbach, the bal­
ance-sheet is merely a connecting link 
between two income statements. The 
complete showing of income can be 
attained only when the business ends 
its career. But business cannot wait 
twenty or fifty years to learn whether 
it is successful, or how much its profits 
amount to. So, at the end of the year, a 
partial, but inevitable, estimate of the 
results of a single year is made, and a 
similar inexact statement will be planned 
for the following year. But there is no 
real break between the operations of the 
two years. Somehow there must be a 
connecting link between the income 
statement of 1939 and that of 1940. 
Schmalenbach holds that the balance- 
sheet as of December 31, 1939, is such 
a link. It is the repository of items, on 
their way from cost to realization, 
which have not yet been liquidated 
through the operations of the business. 
Its significance is thus held clearly 
subordinate to the income statement.
Although the “profit motive” is now 
discredited and somewhat a pariah, it 
still affects business enterprise. From 
the managerial viewpoint, and from 
that of the stockholder, the correct 
showing of profit, and an enlightened 
forecast of future profits is the vital 
thing. The recognition of this appears 
with increasing frequency both in formal 
statements made in texts and in the in­
creasing attention given by accountants, 
analysts, and investors.
Accuracy
I sincerely believe that some real 
progress has been made in the past 
twelve years as to the truthfulness of 
accounting statements. No one de­
mands absolute exactness; all intelligent 
accountants, and all the members of the 
Institute whom I see before me look 
intelligent, say that exact accuracy is 
impossible. But you all certify that the 
statements “fairly present” the facts, 
which I trust is not to be taken in any 
Hitlerian sense.
It was not always thus. At the very 
beginning Paciolo recommended that 
the assets be overvalued, and that de­
spite the fact that he was not consider­
ing the rate base for public utilities. 
This view has never been accepted by 
modern accountants. But there has been 
an unsettled conflict between the advo­
cates of attempted accuracy, and those 
advocating so-called conservatism. As 
recently as 1938 the chairman of In­
vestment Tubes, Ltd., stated to the 
shareholders, “We do not bring into the 
Tube Investment balance-sheet the 
whole of the profits our activities have 
created. We bring in only just so much 
as we require to pay the dividends. We 
recommend and place to general re­
serve or add to the carry-forward so 
much as we consider will make a pretty 
balance-sheet. I do, however, make one 
concession to exactitude. If the real 
earnings of the year are larger than those 
of the preceding one, the figure shown 
in the balance-sheet will be larger, and 
if they are smaller, the balance-sheet 
figure will also be smaller. The increase
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or decrease will only be a pointer. It 
will have no actual relation to the real 
figure.”
At almost the same time Lord Mel- 
chett in an address before the Institute 
of Chartered Accountants recommended 
that all fixed assets be eliminated from 
published balance-sheets.
But the chorus of dissent which fol­
lowed the statement made by the chair­
man of Investment Tubes showed 
clearly that accountants had a higher 
standard of accuracy, and that to de­
scribe the foot-long trout you caught 
as only six inches long was no more 
fairly presenting the facts than to say 
it was eighteen inches long.
Hear the words of one of your most 
distinguished members:
“[A writedown which understates 
values] is fully as objectionable as the 
writing up of values which prevailed 
in the years prior to 1930. Its immediate 
effect is an overstatement of future 
earnings and dividends paid out of such 
earnings may in part represent a return 
of capital, rather than a return on 
capital.”
And one of the strongest proponents 
of the doctrine that the balance-sheet 
does not even pretend to present irrefu­
table facts does state that “the func­
tion of the accountant is to express an 
honest and informed judgment re­
garding the financial position.”
Conservatism
Many departures from accuracy have 
been condoned, or even praised as evi­
dence of so-called conservatism. By 
many, conservatism has been regarded, 
and with some justification, as the 
supreme accounting virtue. But of re­
cent years there is evident a questioning 
of its merits—an intimation, as Kester 
says, that it is “a principle very greatly 
overworked.”
The “sacred rule” of valuing in­
ventories at cost or market is said, even 
by its ardent proponents, to find its 
justification not in logical or scientific
considerations, but in conservatism. 
But one whom I see before me says that 
this is not conservative from the 
profit-and-loss viewpoint. Surely it is a 
sickening blow to conservatism to find 
it is not conservative.
The writing down to one dollar of 
intangibles, not long ago almost uni­
versally praised as an exhibition of con­
servatism, has since 1927 been not in­
frequently criticized. Do not take this as 
any intimation that valuations should 
not be carefully made, nor that, if 
there is any real doubt as to which of 
two valuations is more nearly correct, 
the lower should be used. But the re­
cent intimations, faint perhaps, but 
nevertheless significant, that accounts 
should represent the best possible guess 
is a real indication of progress in 
accounting.
Flexibility
Much has been said since 1927 to the 
effect that while the principles of ac­
counting must be observed and truth­
fulness must be sought, accounts do not 
and need not present a statement of 
actual facts; that there is always room 
for, and need of, the exercise of sound 
common sense—presumably the pre­
rogative of the businessman, not of the 
theorist. A negative particle could be 
placed in almost all the accounting 
dicta of earlier years. The balance- 
sheet does not show the condition of the 
business, the reserve for depreciation 
does not show how much has been suf­
fered by wear and tear, the balance of 
profit and loss does not show the in­
crease in proprietorship. It is an im­
provement to recognize that accounts 
show estimates, opinions, guesses, not 
facts.
There is, however, some danger in 
this attitude. It may lead to “loose and 
lavender language” or to what Pro­
fessor Paton, I think less accurately, 
called “damnable compromises.” If 
accounts do not state facts, there is 
danger of thinking nothing matters if
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only one expresses some kind of an 
opinion.
The most lucid and the most clear­
headed proponent of the doctrine that 
the balance-sheet expresses opinions 
states “accounts necessarily represent 
the result of the application of account­
ing principles and judgments to facts.” 
Wide discretion must be allowed to the 
exercise of judgment, but after all they 
must be subject to the “application of 
accounting principles.” The estimate 
of accrued income taxes can only be 
guessed at on July 1st, but it is no mat­
ter of guesswork that such accrued 
taxes are a liability and must be so 
listed. We guess at the amount, but not 
at its essential nature.
It is granted without even a mental 
reservation that rigid rules imposed on 
the profession by outside authority are 
inappropriate and harmful. But this 
does not mean that the profession 
should not have some ideas to which it 
desperately clings.
Other professions are not so retiring 
and unassuming. Even in so inchoate a 
pseudo-science as medicine, the physi­
cian tells his patient where to get off, 
and sometimes he hits it right. Don’t be 
so hypermodest. An inferiority complex, 
even in the presence of a great Captain 
of Industry, ill befits a C.P.A.
Terminology
In 1927 I was presumptuous enough 
to make some criticisms of the so-called 
science of accounting. My first criticism 
was that its terminology was inexact 
and confusing. Has there been improve­
ment in that respect? Efforts have been 
made, efforts strenuous and protracted 
(especially the latter). That is indeed a 
sign of progress. These efforts crystal­
lized in the committee’s report of 1931. 
No one can blame me for stating that 
the result was unsatisfactory. This criti­
cism is really not mine, but is implied 
in the appointment of another commit­
tee to do the work over. The preliminary 
report of the second committee made in 
1936 states that it shows the results of 
several years’ labor. The draft sent me 
forbade my quoting any part of this 
report. I wish some one whose lips are 
not sealed by being the recipient of a 
privileged communication would tell me 
what the committee’s opinion is as to 
the relation of earnings, profits, net 
profits, and expenses. Perhaps when the 
report finally appears we shall know.
On the whole, however, I believe 
technical terms are used somewhat more 
carefully now than they were twelve 
years ago. So much is a distinct 
improvement.
Other Progress
Time limits prevent more than the 
mention of two other evidences of 
progress since 1927. These are:
1. Careful statistical study of state­
ments to learn just what corpora­
tion statements do show. Those of 
Daniels and Field present exact 
knowledge instead of mere im­
pressions.
2. The discussion of the futility of 
accounting statements, when the 
purchasing power of the dollar 
fluctuates, as discussed in Sweeney’s 
Stabilized Accounting. The very ac­
countants who proclaim the ab­
surdity of adding disparate figures 
representing cost and present value 
have rather generally ignored the 
absurdity of adding dollars of dif­
ferent value. Sweeney’s work is 
encouraging, whether or not his 
precise method of stabilizing is 
accepted as the correct one.
Summary
To sum up: A review of accounting 
since 1927 shows:
1. An increased attention to the his­
tory of the subject.
2. At least some slight increase in the 
amount of consideration given to 
matters of theory.
3. Discussion as to whether accounts 
deal with costs or present values.
4. A tendency to exalt the income 
statement as compared with the 
balance-sheet.
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5. Insistence on accuracy in account­
ing.
6. Growing skepticism as to the merits 
of so-called conservatism.
7. Emphasis on the nonfactual nature 
of the balance-sheet.
8. Serious, but not too successful, 
efforts to define accounting terms.
9. Attention to statistical studies of 
accounting practices.
10. Bringing to light the problems of 
fluctuating currency.
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What Does the Investor Expect of the 
Independent Auditor?
BY JOHN HASKELL
WHAT is expected of the independ- 
ent auditor — from the view-
point of the investor?
Any man who believes that that query 
can be answered with preciseness or final­
ity presumes to read the minds of millions 
of Americans who, either directly as 
security holders or indirectly as bank 
depositors or holders of insurance poli­
cies, are the real owners of the bulk of 
our nation’s business. One fact is certain 
— that these millions of investors do not 
all think alike. Individual viewpoints 
vary largely. Many who are uninformed 
no doubt expect the independent audi­
tor’s examination to guarantee the un­
alterable exactitude of the figures re­
porting the results of operations and to 
verify the actual cash value at which 
every item is set forth in the balance- 
sheets of the enterprises in which they 
have invested. Even among those who 
understand the inevitable limitations 
of all financial statements and the 
independent auditor’s normal proce­
dures of testing and sampling, there is 
no unanimity of opinion as to what is 
expected of the independent public 
accountant from his examination of 
financial statements.
In the recent report of its subcom­
mittee on independent audits and 
audit procedure, the New York Stock 
Exchange states that the most striking 
aspect of the current discussions of 
auditing matters that is evident to all 
is the discrepancy which exists between 
what the public seems to expect of the 
independent auditor and what the 
auditor himself maintains is feasible for 
him to do within even the most ex-
Note. — Mr. Haskell is vice president of the 
New York Stock Exchange. 
tensive reasonable limits of expense to 
stockholders.
As a quasi-public institution, whose 
function is to provide a fair and open 
marketplace where the investors of the 
country can freely buy and sell the 
stocks and bonds which evidence their 
share of our country’s wealth that is 
represented by its listed securities, the 
New York Stock Exchange has the right 
and feels the duty to demand that the 
merchandise for which it provides the 
facilities of its market shall be properly 
labeled, genuine, and “as advertised.” 
To a large extent, the reported earnings 
of a business determine the supply and 
demand, and thus the price of its 
securities. The Exchange requires that 
annual reports of listed companies be 
audited by independent public account­
ants as a valuable added check on the 
representations of management — so 
that these representations in financial 
statements which, it is recognized, 
cannot be more than carefully con­
sidered approximations, shall at least be 
as fair as experienced and independent 
human judgments can make them.
I cannot say what the investor ex­
pects of the independent auditor. If we 
could materialize the mythical compos­
ite individual who is often spoken of as 
the “average investor,” I fear that he 
might be under the delusion that the 
financial statements of his company 
purport to show on their face the “real ” 
or “intrinsic” value of his investment, 
and expect that the certificate of the 
independent auditor insure this valua­
tion. It is understandably human for 
the world to search for the El Dorado 
of certainty and complete security, 
although even those who profess to 
expect the millennium in their secret 
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hearts know full well that it is unat­
tainable in every phase of life.
If I cannot say what the investor 
expects of the independent auditor, as 
a representative of the New York 
Stock Exchange, whose own interest is 
identical with that of the American 
investor, I can say what the Exchange 
believes the investor has a right to 
expect. Because of the wide discrepancy 
between what the investor seems to 
expect and what the accounting pro­
fession has reiterated that it can 
deliver, the Exchange has already 
recognized the double duty of:
First, impressing upon corporations 
and auditors the necessity of extend­
ing normal audit procedures as far as 
practicable within the reasonable limits 
of expense to stockholders so as to meet 
the expectations of the reasonable and 
informed public; and
Second, taking all means within its 
power to call to the attention of inves­
tors both the true value and the very 
real limitations of all audits, so that the 
public will not be misled by expecting 
more than can honestly be given.
In adopting the report of its special 
subcommittee, the Board of Governors 
of the Exchange directed that its con­
sidered views on present-day independ­
ent audits and audit procedure be 
brought to the attention of the public 
through the press and by mailing copies 
to all listed corporations and to all 
members of the Exchange. By such 
means, and by the steps which have 
been taken by the accounting profession 
itself, as well as business and govern­
mental agencies, we hope that investors 
generally may be better informed of the 
significance of financial statements and 
what may be expected of the independ­
ent auditor.
The Exchange hopes, too, that the 
public will take advantage of the finan­
cial information that is currently made 
available to it with respect to listed 
securities and will read the reports that 
are sent to them as stockholders, and 
examine the other data which are avail­
able to all in accordance with disclosure 
requirements of the Exchange, the 
Securities and Exchange Commission, 
and other agencies. Today the prospec­
tive purchaser of securities has more in­
formation available to him than ever 
before. The time, effort, and expense 
incurred by management and the in­
dependent accountant in assembling 
these data and getting them into the 
hands of investors are largely wasted 
unless the public makes intelligent use 
of them. The Exchange urges the inves­
tor, for his own protection, to investigate 
before he invests.
All should recognize the ever-present 
need of considering the public interest 
of investors as a whole — not only 
the need of assuring the prospective 
purchaser of securities the greatest 
protection, but also taking care not to 
overlook the interests of the millions 
who are already stockholders in Ameri­
can enterprise. In the broadest sense, 
these interests of the prospective pur­
chaser and of the existing stockholder 
are identical, but in weighing particular 
proposals involving added costs, they 
are sometimes opposed. The value of 
existing requirements and any new 
procedures must be tested from each 
side and must represent the fairest 
balance between the two as determined 
by the will of stockholders and inves­
tors generally. In the case of audits, 
for example, the prospective purchaser 
might desire that a detailed audit cover­
ing all transactions, supported by a 
current appraisal of all assets, be made 
just before he makes his investment. 
On the other hand, existing stock­
holders and our theoretical purchaser, 
once he became a stockholder, would 
object strenuously to the inevitable 
costs of recurring detailed audits and 
appraisals, even if feasible, since the 
costs of such procedure in most cases 
would undoubtedly reduce materially 
the return from his investment.
The primary responsibility for the 
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accuracy of the records upon which all 
reports are based lies with the manage­
ment. Many companies have recognized 
this responsibility by maintaining ex­
tensive systems of internal control, 
with provision for the check of records 
kept by one department by others in 
separate, unrelated divisions. These 
controls and systems of internal audits 
are apt to be more efficacious in uncov­
ering minor frauds and defalcations, es­
pecially when continuously applied by 
an internal auditor or controller whose 
work is performed independently of 
other officials, than the less frequent 
examination by the independent audi­
tor. This latter additional check, how­
ever, if only periodic and less detailed, 
derives great value from the independ­
ence and the accumulated practical 
professional experience of the certified 
public accountant.
The Exchange believes that the com­
pany which is not honestly run is the 
rare exception and that the huge ex­
pense which would be incurred by all 
for the detection of occasional misrepre­
sentations by the few would be in the 
aggregate an economic waste to the 
public and an unwarranted expense to 
the investor. As in other fields, there is 
a point at which the law of diminishing 
returns begins to operate. You can triple 
the police force in most cities and in­
crease the taxes which all must pay 
accordingly — but you can never elimi­
nate the possibility of crime.
The New York Stock Exchange be­
lieves that the investor expects many 
things of the independent auditor, but 
first I shall mention some which we 
believe should not be expected. We do 
not expect the auditor to make a de­
tailed verification of all transactions of 
listed companies. We do not expect him 
to be a superman or detective endowed 
with the second sight of catching — 
from his examination of the books and 
such tests and checks as he may make of 
the records to the underlying data — 
every minor defalcation that may have 
been committed. We do not expect him 
to qualify as a general appraiser or 
valuation expert of all the countless 
materials which go to make up the 
stream of commerce and industry.
On the other hand, the Exchange 
and the investor do expect that the 
independent auditor will not permit the 
use of his name in connection with a 
report on which the public may rely if 
any restrictions are imposed upon his 
freedom of access to any of the rec­
ords or information which he considers 
necessary in order to express his pro­
fessional opinion that the financial 
statements present fairly the position 
of the company and the results of its 
operations.
We expect the independent public 
accountant to make an audit study to 
satisfy himself of the adequacy and 
effectiveness of the company’s system 
of internal control.
We expect that, by test checks and 
methods of sampling and observations, 
the auditor will go beyond the books of 
record to satisfy himself of their con­
formity with the underlying facts.
We expect the auditor to apply sound 
judgment so that, over a period of time, 
and irrespective of the emphasis of the 
day on certain items, all phases of the 
company’s business will be covered. 
The investor relies upon the impression 
created by the financial statements as a 
whole and it is obvious that a well 
rounded audit offers greater safeguards 
than one in which excessive emphasis is 
placed on certain phases to the neglect 
of others.
The Exchange and the investor ex­
pect the independent public accountant 
to be independent in fact as well as in 
name.
We count upon his having wide ex­
perience, professional competency and 
a detached, unbiased viewpoint. We 
expect and demand of all professional 
honesty and the highest personal integ­
rity.
Aside from the auditing of the records 
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themselves, the Exchange and the in­
vestor expect that the independent 
auditor will continue to assume great 
responsibility as to the accounting 
judgments which govern the final re­
sults set forth in financial statements, 
so that these judgments may be in 
accordance with generally accepted 
sound accounting principles.
We expect the independent auditor 
to be particularly alert to maintain the 
basic distinction between capital and 
income in the preparation of reports to 
stockholders. From the viewpoint of the 
investor, even more than from the view­
point of short-term creditors and others, 
the cardinal importance of the earnings 
statement must be emphasized. Safe­
guards must be provided against mis­
statements of earnings by the absorp­
tion of losses which should be made 
against income through charges to capi­
tal or capital surplus, earned surplus, or 
by other methods that violate this basic 
distinction.
Although we do not expect the audi­
tor’s report to guarantee financial 
statements, we expect it to set forth an 
opinion upon which the auditor is willing 
to stake his professional reputation that 
he has satisfied himself that his exami­
nation has been as extensive as the 
general standards of his profession have 
established and that, beyond this, he has 
satisfied himself, by methods and to the 
extent deemed appropriate, that the 
financial statements fairly present the 
position of the company and the results 
of its operations in accordance with 
sound accounting principles.
We believe that the investor expects 
the auditor’s certificate or report ac­
companying the completed financial 
statements to be as clear, concise, un­
equivocal, and illuminating as your 
professional ability can make it. It 
should make clear, in language the in­
vestor understands, the distinction be­
tween statements and phrases included 
by way of explanation for the added 
information of the investor and any 
exceptions to the data or to the methods 
used in their preparation with which the 
accountant is not in full accord.
Finally, we expect the independent 
auditor and his profession to lead in the 
development of effective methods and 
progressive steps in the constant evolu­
tion of sound and more understandable 
reports. Federal statutes and rules and 
the variegated, conflicting, overlapping 
crazy-quilt of local regulations establish 
minima standards with which all must 
comply, but the investor expects that 
corporations whose securities are listed 
on the New York Stock Exchange will 
observe much higher standards. He 
counts on your profession to see to it 
that, in the field of audits and reports, 
added safeguards and the constant de­
velopment of sound practices will sur­
pass the minima which must apply to all.
Listening to this long recitation of 
what the Exchange believes the investor 
may fairly expect of the independent 
auditor, it may seem that much is 
demanded; yet I believe that you in the 
profession have already indicated that 
you are meeting these expectations. I 
have touched upon only the broader 
demands upon the accountant. Un­
doubtedly your professional experience 
will call to mind many others which you 
feel should have been included, and 
which I have failed to mention.
You are right in recognizing the fact 
that the investor expects a good deal, 
but it is not a one-way road. The Ex­
change believes that the investor ex­
pects all of this and more from your 
profession; but it has shown, and the 
public has demonstrated by its support, 
that it is also prepared to do its part to 
strengthen the position of the independ­
ent auditor so that he can accept the 
many responsibilities which he is ex­
pected to assume.
Seven years ago the Exchange adopt­
ed the listing requirement that the 
financial statements of all companies 
(except those under Interstate Com­
merce Commission supervision) in list­
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ing applications and in future reports to 
stockholders be audited by independent 
public accountants. Last month, the 
Exchange, in the report of the sub­
committee of its committee on stock 
list to which I have already referred, 
recommended to the public and to all 
listed companies that the position of the 
independent public accountant should 
be further strengthened, and his work fa­
cilitated, in the following specific ways:
The assumption by the board of 
directors, preferably by a special com­
mittee of the board composed of direc­
tors who are not officers, of the direct 
responsibility for either the appoint­
ment of auditors or for their selection 
and recommendation to stockholders 
for approval.
The availability to all the directors of 
the results of the auditor’s examination.
The addressing of the accountants’ 
report to stockholders.
The affording to the auditor the right 
to appear at any stockholders’ meeting.
The appointment of the independent 
public accountant early in the fiscal year.
The wider adoption of the natural busi­
ness year instead of the calendar year.
The trust that the informed public 
holds in your profession, and its con­
viction of the value of the examination 
of the independent auditor was empha­
sized again, even more recently, in the 
report to the New York Stock Exchange 
of the Public Examining Board on 
Customer Protection. This board of 
four public-spirited citizens, none of 
whom is a member of the New York 
Stock Exchange, included among its 
recommendations the suggestion that 
all New York Stock Exchange member 
firms should distribute to their custom­
ers, at least annually, a printed financial 
statement, audited and certified by a 
firm of public accountants. The Board 
recommended that this annual audit 
of member firms by public accountants 
be conducted on a “surprise” basis, and 
that the report should contain a clear 
statement of the broker’s policy in han­
dling customers’ free credit*  balances.
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These recommendations are in com­
plete harmony with the Exchange’s 
policy of full disclosure.
While obviously the Exchange’s re­
quirements with respect to the auditing 
of financial statements can extend only 
to its own member firms and to the 
corporations whose securities it has 
listed, in view of the fact that the busi­
ness of so large a portion of our inves­
tors is conducted through the New York 
Stock Exchange and the securities to 
which it has given its hallmark of 
listing represent such an important part 
of the American investor’s savings, I 
hope it does not seem out of place for 
the Exchange to express the views of 
the public and all investors. As a quasi­
public institution, the New York Stock 
Exchange can provide a rallying point 
for other exchanges and investors. We 
hope that its influence can lead the finan­
cial community and corporate business 
together towards higher standards.
While there are no general rules re­
quiring unlisted companies or non­
Exchange brokers to have their ac­
counts audited by independent public 
accountants, it seems less than logical 
that the safeguards afforded by the 
work of the independent auditors should 
be restricted to only Exchange mem­
bers and listed corporations, and not 
apply to others who also have wide 
financial dealings with the public or to 
companies whose securities are widely 
distributed among investors. We hope 
that these safeguards will be so efficiently 
and conscientiously applied by the in­
dependent auditor that all investors will 
recognize and understand their value 
and expect them of every concern hav­
ing widespread dealings with the public.
To conclude, may I reiterate that, 
while the Exchange and the investor 
expect much of the independent audi­
tor, they are prepared to support his 
efforts, and we are confident that your 
profession will meet this ever-increasing 
trust with the professional ability and 
integrity which the investor expects.
What Does the Securities and Exchange Com­
mission Expect of the Independent Auditor?
By William w. werntz
M
r. Haskell has just pointed 
out, most ably and clearly, 
_ some of the things which he 
believes the investor is entitled to ex­
pect of the auditor. I have been asked to 
discuss the same question emphasizing 
the role assigned to the independent au­
ditor by the philosophy underlying the 
securities act of 1933, the securities- 
exchange act of 1934, and the require­
ments that have been promulgated under 
them by the Securities and Exchange 
Commission. Both of these acts were 
designed to afford additional and more 
accurate information, and therefore 
protection, to that portion of the invest­
ing public who purchase or sell securities 
over a national exchange, or purchase 
securities in response to a public offer­
ing in interstate commerce. Eventually, 
of course, the securities of most large and 
medium-sized companies will be subject 
to one or the other of these statutes. By 
statutory mandate it is thus the duty 
of the Commission in each problem it 
faces to keep in mind not only “What 
does the public investor receive?” but 
also “What is the public investor en­
titled to expect?” Fortunately, the 
Congress has invested the Commission 
with regulatory and rule-making powers 
designed to ensure that the answers to 
these two questions shall not be un­
reasonably different.
Rules of the Commission
Before examining the question before 
us, point by point, I would like to quote 
briefly from some of the past rules of the 
Commission relative to auditors and 
auditors’ responsibilities.
Note.—Mr. Werntz is chief accountant of 
the Securities and Exchange Commission.
In April, 1934, the Federal Trade 
Commission adopted a rule requiring a 
concluding paragraph in each account­
ant’s certificate, in substantially the 
following form:
“Subject to the foregoing comments, 
we have, after reasonable investigation, 
reasonable grounds to believe, and do 
believe, at the date of this certificate, 
that the statements contained in the 
attached balance-sheets and in the 
attached profit-and-loss statements truly 
and fairly reflect the application of 
accepted accounting practices to the 
facts disclosed by our investigation, and 
that there is no omission to state a 
material fact required to be stated 
therein or necessary to make the state­
ments therein not misleading.”
This rule now supplanted by rule 651 
represented an adaptation of the statu­
tory language of section 11 (b) (3) of 
the securities act relating to the liability 
of experts whose names are mentioned 
as having prepared or certified any 
part of the registration statement. That 
section you will recall imposes civil 
liabilities for misstatements and omis­
sions unless (I am quoting now), “as 
regards any part of the registration 
statement purporting to be made upon 
his authority as an expert . . . (i) he 
had, after reasonable investigation, 
reasonable grounds to believe and did 
believe at the time such part of the 
registration statement became effective 
that the statements therein were true 
and that there was no omission to state 
a material fact required to be stated 
therein or necessary to make the state­
ments therein not misleading . . .” 
And a later section, referring to this 
paragraph, reads, “In determining 
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what constitutes reasonable investiga­
tion and reasonable ground for belief, 
the standard of reasonableness shall 
be that required of a prudent man in 
the management of his own property.” 
As in many discussions of complex 
matters, so in discussing problems of 
accounting and auditing under the se­
curities act, it is often easy to lose sight 
of these “first principles.” This stand­
ard of performance for experts is em­
bodied in the statute itself.
So far, little attempt has been made 
to prescribe the scope of examination 
that is prerequisite to certifying finan­
cial statements under the securities act 
and the exchange act. Instead we have 
followed the alternative of relying upon 
the standards of procedure announced 
by the accounting profession, and the 
general sanctions embodied in the acts 
or in the common law. As you know, 
the present rule 651 and the forms only 
require an “opinion of the accountant 
or accountants in respect of the finan­
cial statements of, and the accounting 
procedures followed by, the person or 
persons whose statements are furnished.” 
Affirmatively, the rules say nothing as 
to what the auditor must do. Nega­
tively, they say that nothing in the 
rules “shall be construed to imply 
authority for the omission of any pro­
cedure which independent accountants 
would ordinarily employ in the course 
of a regular annual audit.” In the pro­
posed but not yet adopted regulation 
S-X, this language has been redrafted 
so as to prohibit the omission of any 
procedure “which independent account­
ants would ordinarily employ in the 
course of an audit made for the purpose 
of presenting comprehensive and de­
pendable financial statements.”
In addition to these substantive re­
quirements and certain procedural mat­
ters, the present rules ask that the ac­
countant’s certificate shall be reasonably 
comprehensive as to the scope of the 
audit made. This requirement was 
added in March, 1935, but in operation 
has not brought the information ex­
pected, as was very clearly pointed out 
by Judge Healy in a recent speech be­
fore the Midwestern Conference of the 
Controllers Institute of America.
In contrast to the time we have spent 
on accounting principles, there have 
been few cases before us involving the 
question of whether a reasonable audit 
was made. This is perhaps due to lack 
of information, in the normal case, as 
to the audit procedure followed. The 
cases that do appear come to us after 
the horse has been spirited from the 
barn — as in the Monroe Loan, Inter­
state Hosiery, and McKesson cases. 
The situation prompts the inquiry as 
to whether disclosure of audit procedures 
followed in each case would not result 
in as many problems as does the require­
ment of disclosure of the accounting 
principles followed in the preparation 
of the statements.
“Whose Statements Are They?”
In any consideration of the general 
question of accountants’ certificates 
and audit procedure, there always arises 
the question that has been aptly la­
beled, “Whose statements are they?” 
Recent articles and discussions cul­
minating in the round table led by 
Mr. Stempf have indicated that some 
accountants take the position that a 
certified financial statement is a repre­
sentation of the company upon which 
the accountant has expressed his opin­
ion. Others feel that, since the account­
ant often physically prepares the state­
ment, it is his representation, particularly 
if, in order to get out the statement, he 
has had to do a good deal of the work of 
preparing and entering normal adjust­
ments, and in some unusual cases, of 
preparing the books of original entry. 
Quite obviously, the financial statements 
reflect the business of the company, not 
that of the certifying accountant. Quite 
obviously, also, an accountant can and 
sometimes does prepare statements for 
a business that represent principally 
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his own judgment, not that of the 
management. The statements reflecting 
the results of an investigation by an 
accountant engaged by a creditor or 
prospective purchaser are the usual ex­
amples. On the other hand, the state­
ments presented by management to 
a creditor, stockholder, or prospective 
investor are obviously a representation 
of that management, whether prepared 
solely by them, or in conjunction with 
outside accountants. It is likewise true 
that an accountant as to many matters 
and to varying degrees may quite prop­
erly rely, in the ordinary case, on rep­
resentations made by the management 
about the business. However, ascribing 
to management the primary responsi­
bility for the statements or insisting 
that the accountant merely expresses an 
opinion as to the management’s rep­
resentations does not in my view of the 
matter lessen by one whit the account­
ant’s responsibility for the accuracy 
and sufficiency of the statements. In a 
normal audit, should the accountant fail 
to take proper measures to subject the 
representations of the management to 
his expert scrutiny and investigation, he 
is in my opinion derelict in his duties, 
and as responsible as if the representa­
tions were solely his own.
The relation of the certificate and the 
scope of the audit to this theory of 
“whose statements are they” has, I 
think, three important consequences. 
The first is that the statements them­
selves may not be self-contradictory 
within their four corners. The second 
is that the accountant must be con­
sidered to have approved all that is 
contained in the statements and foot­
notes, unless specific exception thereto 
is made in his certificate or report. 
The third is that any permissible ex­
ceptions or limitations must be found 
in the accountant’s certificate, al­
though some data may and sometimes 
should be included also in the state­
ments as a matter of information or 
emphasis.
What Does the Investor Expect?
With this general introduction, I 
turn to the basic question, “What is 
the public investor reasonably entitled 
to expect of the auditor?” It is not a 
discredit to auditors to say that they 
are neither automatons nor omniscient. 
Procedures, however excellent in them­
selves, must be expected to vary in 
utility and reliability with the training, 
ability, experience, alertness, and per­
sonal characteristics of the persons to 
whom they are entrusted. Likewise, 
the facts disclosed by the procedures 
chosen are often dependent for signifi­
cance upon the auditor’s acumen and 
his memory of other particular facts. 
However, neither of these inherent 
limitations to auditing can serve as an 
excuse or cloak for inadequate and lax 
methods, or for inexperienced and 
unintelligent work. As one of you, 
Samuel J. Broad, recently said, “The 
accountant who signs a report holds 
himself out as being skilled in account­
ing and auditing procedures and as 
being qualified to render the report and 
to express an informed opinion on the 
accounts; second, he holds himself out 
as having made the type of an examina­
tion which a qualified accountant would 
make in the circumstances before ex­
pressing his opinion.”
Under the securities act and the ex­
change act (and, I believe, in general), 
there are several positive implications 
which the public investor is entitled 
to draw from the certificate of an in­
dependent public or independent certi­
fied public accountant. They are these:
1. That the work has been done by in­
dependent experts.
2. That an audit of the business has 
been made.
3. That the examination and its results 
are such as to enable the auditor to 
express an informed opinion and that 
his opinion is stated as clearly and 
fairly as possible.
Many state laws have recognized the 
necessity of entrance requirements to 
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the profession of public accountancy. 
These involve ordinarily a stipulated 
amount of general and specialized edu­
cation plus a minimum period of prac­
tical experience. It is not always true, 
however, that these same requirements 
are applicable by law to all who are 
engaged in accounting and auditing 
work on a particular engagement. 
Division of work upon a large engage­
ment is without doubt a necessity. But 
at the same time it places a special and 
heavy responsibility upon the account­
ant who is to be responsible for the work 
done by virtue of having attached his 
signature or that of his firm to the 
certificate.
Delegation of Duties
In the first place, it seems clear that 
some duties cannot consistently be 
delegated. Broadly speaking, an audit 
is a procedure by which information is 
brought to light and subjected to the 
expert analysis of an experienced ac­
countant. It is often urged that an 
adequate procedure of turning up 
information is in large part peculiar to 
the particular case, its adequacy de­
pending mostly upon the discernment 
and experience of the person designing 
or adapting standard methods to the 
particular case. Therefore, while the 
details of the work of gathering the 
necessary information may be dele­
gated to others, the design of the pro­
gram should be approved by the person 
who will ultimately sign the certificate 
only after his judicious scrutiny of the 
special circumstances. Expert analysis 
of what is to be done seems to me an 
inescapable obligation of the person 
whose name is to be used if the ultimate 
results are in any real sense to be con­
sidered attributable to, or judged by, 
that person as one whose profession 
gives authority to a statement made by 
him.
In the second place, if work is to be 
delegated, it is incumbent upon the 
principal to see to it that a procedure is 
in effect which assures that the work 
given to a particular subordinate is 
commensurate in difficulty and impor­
tance to the ability and experience of 
that particular person. To start with, it 
must be remembered that even the 
simplest audit procedure may be of no 
value unless carried out with alertness 
and inquisitiveness as well as care and 
familiarity. Beyond this, the special 
needs of a particular assignment must 
be met.
But the duties consequent upon dele­
gation of work do not end with the 
selection and assignment of personnel. 
There remains the necessity of adequate 
review and supervision. I do not believe 
this can be satisfied merely by reviewing 
the results produced any more than can 
the adequacy of a system of internal 
check and control be determined solely 
from an examination of the instructions 
on the one hand and the journals and 
ledgers on the other. Ample observation 
and contact with the raw data by those 
having a broad viewpoint and greater 
authority seems essential to ensure that 
the delegated work is being carried out 
satisfactorily. In turn, therefore, those 
who are charged with immediate super­
vision of the work must be equal in 
their greater ability and broader ex­
perience to the exacting tasks of over­
seeing the details and subjecting the 
results to their more experienced judg­
ment.
In this process of supervision there re­
mains to be considered the final review 
to be made by the principal ultimately 
responsible for the work. Here perhaps 
is the point at which accountancy most 
exhibits the characteristics of a profes­
sion, since it is here that the opinion of 
the principal, as an expert, is finally 
formulated. Ideally, he has already ex­
ercised his professional judgment as to 
what should be done and has seen to it 
that the work was entrusted to capable 
subordinates and was satisfactorily 
carried out by them. He is now in a po­
sition to examine the significant in­
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formation disclosed by the audit and to 
render thereon his informed opinion. 
Unfortunately, in a number of cases the 
review has failed to meet these stand­
ards in one or more respects. In one of 
them, the Interstate Hosiery case, the 
Commission discussed this matter of 
supervision and expressed its conviction 
that the final review should be more 
than a series of perfunctory questions, 
that it should be designed to attain at 
least these principal objectives: first, the 
integration of the original work papers 
with the financial statements and 
second, a searching analysis of the ulti­
mate facts developed in the course of 
the actual audit.*
* See sec. exch. act release No. 2048 dated 
March 22, 1939, pp. 7-8, which reads
“We think it is self-evident that the 
review upon which an accounting firm 
assumes responsibility for work done by sub­
ordinates must be more than a series of per­
functory questions as to the performance of 
particular items in an audit program. Nor 
should explanations of unusual items be 
accepted by a reviewer without support in 
detail from the working papers. As a matter 
of principle, a review should, it seems to us, 
be designed with two objectives in mind: 
first, to insure the integration of the original 
work papers with the financial statements; 
second, a searching analysis of the ultimate 
facts developed in the course of the actual 
audit. An adequate review with the first pur­
pose in mind should serve not only to disclose 
intentional or accidental misstatements, 
but should also serve as a method of internal 
check and control on the work of the firm’s 
subordinates. This branch of the review, it 
seems to us, need not necessarily be carried 
out by a partner, but should at least be done 
by one well versed in the procedures adopted 
by the firm and in the general principles and 
terminology of auditing and accounting. If
A summary of this point, “that there 
must be experts,” is the simple state­
ment that accounting is a profession. 
As such, it engenders responsibilities 
for the type of service to be performed. 
That responsibility was aptly expressed 
by Professor Kester in an article in the 
Accounting Review last September:
“In connection with professional 
accounting service, there is implicit a 
contractual obligation to render a good 
type of service and this obligation ex­
tends not only to himself but to the 
members of his staff. The so-called 
common law rule of caveat emptor, 
“let the buyer beware,” hardly applies 
in the same degree or to the same ex­
tent in the contract between client and 
professional man as in contracts cover­
ing the exchange of goods. In connec­
tion with the contract of professional 
service, there is always a guarantee. 
It is largely out of this well-recognized 
responsibility to render proper service 
that the profession has had to take 
cognizance of the necessity for educa­
tion. If a professional man is to be held 
accountable not only for the type of 
service which he himself renders, but 
also for that rendered by his staff, com­
mon sense and business prudence de­
mand that his staff be selected with 
care.”
Purpose of Examination
To this concept of what is meant by 
“auditors,” the federal securities laws 
have added the concept of independence. 
As opposed to subservience, there is no
not a partner of the firm, such review should, 
in our opinion, be made by persons who are 
independent of those actually performing or 
supervising the audit work, as well as of those 
who prepared the draft of the financial state­
ments. The second branch of the review is 
designed to enable the accounting firm to 
interpret intelligently the figures it has ob­
tained and to which it is to certify. This 
part of the review should, it seems to us, be 
made by a person, preferably a partner, 
qualified by his knowledge of sound account­
ing principles and his familiarity with the 
accounting phases of the industry and the 
more important problems of the particular 
company. In this manner, the facts ascer­
tained by competent employees can be sub­
jected to the independent and broader judg­
ment of a more experienced person who can 
by searching inquiry of the supervisor or 
senior and by examination of significant items 
in the work papers and schedules reach an 
informed judgment both as to the adequacy 
of the audit work done and as to the integ­
rity and clarity of the financial statements 
themselves. We are satisfied that a review 
along these lines would have exposed the 
irregularities in this case.” 
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question that it is essential. To define 
it in the abstract is not difficult — it is 
simply that the auditors must be 
completely objective, free from bias, 
and devoid of any entangling affiliation. 
To apply it in individual cases is often 
difficult. Obviously, there are circum­
stances where the chances of objectivity 
are greatly lessened. Without discussing 
the point in detail, I should like to point 
out that, among others, the relationships 
of officer, director, employee, and part­
ner have been placed in this category 
by rule of the Commission.
The second point I have listed is that 
an audit of the business has been made. 
Samuel J. Broad recently stated in the 
hearings regarding McKesson and Rob­
bins that “the primary purpose of an 
accountant’s examination for a com­
pany which issues financial statements 
is to satisfy himself that the financial 
position and earnings are fairly stated.” 
This view was affirmed by the other 
witnesses called to the stand. Obviously, 
there is implicit in any such view the 
assumption that the auditor has satis­
fied himself by appropriate means that 
there is a business of approximately the 
character which the statements being 
certified purport to reflect. At a great 
many points in the audit varying de­
grees of knowledge about the business 
being conducted are essential to an 
intelligent review of the statements and 
accounts. It is perhaps unnecessary 
to emphasize the importance which 
economic and business facts have in 
allocating costs and profits to particu­
lar periods. All of these and, in addition, 
the administrative organization and 
personnel have direct bearing on the 
system of internal check and control 
and the extent to which reliance thereon 
is justified. The examination of certify­
ing accountants, although in the main 
concerned with financial records, can­
not be confined to them.
It seems to me that the examination 
which an investor is entitled to expect 
of certifying accountants must be such 
as will reasonably establish, by ade­
quate means, the authenticity of the 
transactions and the accuracy of the 
records of those transactions. This must 
be done by tests to check the results 
shown by the records against each 
other, against physical facts, against 
the records of subsidiaries and affiliates, 
and against information obtained from 
unaffiliated persons with whom the 
company does business. It has been 
urged that adequate reconciliation of 
cash on hand and bank balances is 
sufficient to establish authenticity of 
all accounts, because of the key posi­
tion which bank transactions play in 
normal business life. Disregarding the 
possibilities of manipulating or falsify­
ing such transactions and of short cir­
cuits in which cash is not involved, it 
would seem that this is a slender base 
upon which to rest the authenticity of 
the entire accounts and statements. 
In contrast, many have urged that 
knowledge of the business should be 
obtained to a considerable degree by 
first-hand observation, and it is com­
mon practice for accountants to employ 
procedures which involve activity by 
independent third parties. It is perhaps 
true that the attention which events 
have directed toward standardizing 
accounting principles has resulted in 
less attention to audit problems. It is 
as a corrective to this possibility that 
the recent resolutions of your Insti­
tute and the discussions about them 
have to my mind lasting significance.
Internal Check and Control
It may be worth pausing a moment 
at this point to consider the bearing 
which the present resolutions have on 
this topic. I would like first to consider 
the importance to be attached to the 
system of internal check and control. 
As companies expand, it is hardly neces­
sary to say that their transactions and 
records become so voluminous as to 
preclude an examination of all trans­
actions. Perforce, the company must 
22
What Does the S, E. C. Expect of the Independent Auditor?
establish a routine and the auditor un­
der normal conditions must rely upon 
it. To justify reliance, it is implicit 
that the auditor thoroughly inspect the 
system: first, to see whether in principle 
it should produce reliable results; 
second, to see whether it is operating as 
it was set up to operate; and third, to 
see whether it is, in fact, producing 
accurate and reliable results, this latter 
by tests of the records against them­
selves, against the documents which 
are the grist of the mill, and against 
physical facts and independent sources. 
Only to the extent these tests give posi­
tive results is the auditor justified in 
relying on a sampling process as the 
basis for an informed opinion.
With this in mind I may now turn to 
physical test-checking and supervision 
of inventory taking. There seems to be 
little doubt that such procedures are 
possible. There may be some doubt as 
to the feasibility of immediately put­
ting such measures into universal prac­
tice, but much can be hoped for from 
the wider use of the natural business 
year and the performance of the work 
at other than the closing date. Here, 
however, I would like to consider prin­
cipally the value of such test-checks or 
supervision as regular instruments of 
audit procedure. That both supervision 
and test-checking have very important 
limitations cannot be denied. In any 
case, the limitations of a sampling proc­
ess are present. In many cases identi­
fication presents difficulties, yet even 
here it may be noted that bare corre­
spondence with the records in quantity 
and general description is significant, 
particularly when tied in to an examina­
tion of the company’s receiving, stor­
ing, and shipping habits. With their 
limitations in mind, of what importance 
are such procedures? Obviously, the 
correctness of the amount at which in­
ventory is carried is not thus directly 
or independently established, since in 
part at least that will depend on the 
cost records maintained. In addition, 
there are the difficulties of condition, 
obsolescence, salability, and identity. 
Nor do these procedures conclusively 
establish quantities or ownership. On 
the other hand, if these procedures be 
considered as means of checking the sys­
tem of internal control as between the 
paper results and the physical facts, 
such tests have, I believe, great utility, 
for they are not being made in a 
vacuum, but in the light of the auditor’s 
general knowledge of the business, its 
financial records, and its business pro­
cedures. If the samples taken agree 
with the results of the physical inven­
tory, this points heavily toward the 
latter’s correctness and to the adequacy 
of the company’s methods. If they 
confirm the company’s records of a 
perpetual inventory, or of purchases 
and sales, this lends authority to the 
conclusion that the internal accounting 
system is producing reliable results. 
Such procedures broaden considerably 
the base upon which the final accounts 
are erected.
Scope of Audit
These are examples of the methods 
by which the auditor has proceeded with 
his examination. The next point to be 
considered is how extensive an audit 
should be made. In this sense of the 
word, the term “audit” may I think be 
taken by the investor to imply an ex­
amination of the records of the affairs 
of the company sufficient in scope to 
justify the certifying accountant in 
expressing an opinion as to financial 
statements on which investors are to 
be invited to rely.
It may be of interest in this connec­
tion to note a section of the recently 
enacted Barclay bill. That bill seeks to 
subject to definite standards the in­
dentures and agreements underlying 
bond issues sold in interstate commerce. 
Among other things, it provides a 
mechanism through which the trustee 
will be able to satisfy himself that the 
company is in fact acting in accordance
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with the provisions of the indenture. 
One requirement is the submission of 
certificates or opinions by experts. Such 
opinions may be given by properly 
qualified expert accountants with re­
spect to certain matters that are sub­
ject to verification by accountants. In 
the case of any expert, section 314 
prescribes to some extent the nature of 
the certificate required, by the follow­
ing language:
“ (e) Each certificate or opinion shall 
include (1) a statement that the person 
making such certificate or opinion has 
read such covenant or condition; (2) 
a brief statement as to the nature and 
scope of the examination or investiga­
tion upon which the statements or 
opinions contained in such certificate or 
opinion are based; (3) a statement that, 
in the opinion of such person, he has 
made such examination or investiga­
tion as is necessary to enable him to 
express an informed opinion as to 
whether or not such covenant or con­
dition has been complied with; and 
(4) a statement as to whether or not, in 
the opinion of such person, such condi­
tion or covenant has been complied 
with.”
Returning now to the question of 
financial statements for investors it 
is not necessary at this point to attempt 
to outline what would constitute an 
examination sufficient to satisfy a par­
ticular auditor. It is enough to point 
out that in my opinion it is necessary 
that his examination be at least as 
extensive as a representative group of 
accountants would consider necessary 
under the circumstances. To some, it 
may seem onerous that an expert’s 
opinions should thus be subject to the 
views of others. However, standards 
of performance that are not subject 
to exact measurement and description, 
but are nevertheless subject to review 
are a part of every-day life. The same 
advantages and difficulties are present, 
for example, in the vague but compel­
ling concepts of reasonable care, ma­
teriality, and many other established
norms. Certainly, if the public investor 
is to be asked to look upon the certifying 
accountant as an expert, he is entitled 
to believe that the accountant has acted 
as an expert would be expected to act.
In this section also, there is the ques­
tion of what the investor expects the 
auditor to have done to ensure a fair 
presentation from the value standpoint. 
This topic is perhaps closer to account­
ing than auditing and may here be dis­
missed rather briefly. It seems to me 
the investor may reasonably expect 
that the auditor has satisfied himself 
that the bases of valuation employed 
are in accordance with generally ac­
cepted accounting conventions, in prin­
ciple, and, if the convention involves an 
estimate, as in the recognition of declines 
in value or of unrealized losses, the 
provision made has reasonable justifi­
cation and is adequate and fair, in the 
auditor’s judgment based on his special 
knowledge and experience.
Basis of Opinion
The final implication which I have 
mentioned is that the examination and 
its results are such as to enable the 
auditor to express his opinion. To some 
extent this overlaps with the preceding 
point, but I would like to deal with it 
separately and in broader terms.
These cases fall into three convenient 
groups. At one extreme, there is the 
group of cases in which the examination 
or its results are such that no certificate 
can be given. If the examination has 
been circumscribed by the terms of the 
engagement, or in its performance by 
the accountant, to such a point that 
there is no adequate basis for judgment, 
then certainly no certificate is possible. 
At times, this policy will be difficult 
to follow. There will have to be drawn 
in the mind’s eye a line between those 
cases in which exception and disclosure, 
based on the scope of the audit, will 
suffice and those cases in which no 
certificate should be given.
Occasionally, there will be cases in 
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which fraud has rendered the records so 
unreliable as to be extremely dangerous, 
if not useless, as a basis for forming an 
opinion. Such cases are often not far 
removed from cases in which no certifi­
cate should be given because of the in­
completeness of the records, the ab­
sence of supporting documents and the 
like. These are not cases in which the 
records are merely poor, but cases in 
which there are neither regular account­
ing records nor sufficient original docu­
ments. Perhaps the case falls within 
the language of the bankruptcy act 
which prohibits a discharge to a person 
who has failed to keep or preserve books 
of account or record from which his 
financial position and business trans­
actions can be determined unless that 
condition is justified under all the cir­
cumstances of the case.
As another example, there is the case 
in which the exceptions which the 
accountant is forced to take to the 
accounting principles and procedures 
reflected in the statements are so ex­
tensive or deep-seated that to render an 
opinion, subject to such exceptions, 
would be meaningless. This point of 
view you will recall was expressed by 
Stanley Fitch in the April issue of The 
Certified Public Accountant and reit­
erated in the recent resolutions. Under 
the two securities acts, of course, ex­
ceptions in any case are acceptable 
only if the problem is controversial and 
there is more than one widely accepted 
view.
It need not be implied that the ac­
countant should give no written state­
ments of his opinion in these cases. On 
the contrary, if he has been engaged to 
make a report, there are certainly cir­
cumstances under which mere with­
drawal from the engagement would be 
unfair — as when he has been engaged 
by the stockholders of a publicly held 
company. In such a case I have seen a 
report which read, “It is not possible, 
therefore, at this time to present final 
balance-sheets that fairly reflect the 
financial position of the companies.” In 
general, a brief signed report that the 
firm is unable to express any opinion as 
to the accompanying statements, citing 
the reasons, would seem to be a reason­
able solution. Perhaps it should also 
refer to an accompanying and detailed 
statement of the accountant’s observa­
tions as to particular matters.
The second group, at the other ex­
treme of course, is the examination 
which leads to the present short form of 
certificate or report with all which that 
implies. The difficult cases are in the 
third group — those which fall in be­
tween — and it is here, perhaps, that 
the independence of the certifying ac­
countant, a thing required by the securi­
ties act and the exchange act, is of great 
importance. To my mind, one essential 
of the certificate in these cases is that 
the precise nature of the accountant’s 
exception be clearly and unequivocally 
stated. This means, first, that per­
missible limitations as to the scope of 
the audit, exceptions based thereon, 
exceptions taken as to accounting prin­
ciples and procedures followed, and 
exceptions based on the need for con­
sistency, should each be separately ear­
marked as a class, and within each class 
the nature of the exception and the 
basis therefor specifically pointed out. 
In most cases, it is almost a necessity 
to indicate the alternative which the 
accountants would choose and, in order 
to point up the significance of the excep­
tion, to disclose wherever possible the 
effect of applying the accountant’s 
choice. Finally, the certificate or report 
should contain space for the dis­
closure of unusual and significant 
features of the audit. If, to take an ex­
treme as an example, the accountants 
in a first audit have found no accounting 
records and have had themselves, or 
have had to have others, write up from 
original documents accounting records 
of the transactions for the whole or a 
substantial part of the period, this fact 
should to my mind be disclosed, for is 
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it not true that a great part of the re­
liance placed upon accounting records 
is based on the fact that the analysis 
and entry were made in the regular 
course of business at or about the time 
of the original transactions, when the 
events to be recorded were still fresh 
and presumably known in detail?
Professional Standards
These, I believe, are the things which 
a member of the profession of account­
ancy should hold out to the public and 
are the things which are properly to be 
expected of the independent accountant 
and auditor. If some of them seem novel 
or too much a counsel of perfection, I 
would cite you this statement:
“If it should be thought that the 
standard I have throughout advocated 
is somewhat Utopian in character and 
unattainable in practice, I can only 
reply that I maintain that, to me, an 
incomplete investigation seems worse 
than useless; and I am convinced that 
it is only by voluntarily accepting, and 
even increasing, the responsibilities of 
our position that we can hope to main­
tain and to increase the large measure 
of public confidence we at present 
enjoy.
“. . . it is well to remember that, 
however desirable it may be to know 
exactly the bare extent of the legal 
responsibility, the real professional 
responsibility to clients ought always 
to be the ideal; and further, an auditor 
will be the worst of friends to his pro­
fession if he studiously exerts himself 
to narrow the responsibilities and so 
to dwarf the importance of his position.”
That statement was made by L. R. 
Dicksee in 1892 in a book entitled A 
Practical Manual for Auditors.
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What Does the Commercial Banker Expect 
of the Independent Auditor?
By w. h. Thomson
T
he subject assigned is an exceed­
ingly broad one, and time will not 
permit going into all of the ramifi­
cations which are necessarily involved. 
Neither will time permit discussing in 
any detail the bank credit grantor’s re­
sponsibility in the achievement of our 
expectations. Let me say at the start we 
are fully conscious of the fact that often­
times we do not do our share, and our 
comments are not made with the 
thought that we are perfect or that 
there is nothing we can do to forward 
the program.
Included in the title of these remarks 
is the word “expect”—expectations 
are naturally limited somewhat by that 
which we have had in the past and, I 
should therefore rather discuss that 
which we want; the two are not neces­
sarily the same.
To determine what we want, we must 
review the use to which we put a 
certified public accountant’s report. It 
is the basis of our analysis, our credit 
man’s work; his work can be no better 
than his foundation, namely the certi­
fied public accountant’s report.
We suggest that you give more 
thought to the probable use of your 
audit report. If it is in essence obtained 
for the benefit of credit grantors, and 
this includes a heavy percentage, we 
should like you to give more thought 
than you have in the past as to what we 
might want. What is our position in the 
financial affairs of your client? What 
are the principal items which affect our 
credit consideration? It is obvious that 
stress should be placed on them. If it is 
not readily apparent where our interest 
might lie, it would be helpful for you to 
suggest to your client that the credit
Note. — Mr. Thomson is president of the 
Anglo California National Bank. 
grantor might best be consulted. The 
so-called “three-way conference” is, of 
course, the most desirable, that is, a 
joint meeting of client, auditor, and 
banker, agreeing on a scope which cov­
ers the essentials and eliminates many 
unnecessary items. Much of the re­
sponsibility is ours, and we have not al­
ways done our share.
Primarily, we desire three things 
from certified public accountants:
1. A good auditor;
2. Full information on scope;
3. Full, factual report.
Each deserves fuller discussion.
A Good Auditor
We are naturally interested in the 
ability, integrity, and professional stand­
ing of a firm or individual accountant 
who is doing the audit, and if a large 
firm, we should be interested in the type 
of men assigned to the task.
We carefully consider the qualities of 
the credit men working directly for us, 
and although accountants assigned are 
not directly responsible to us, we still 
have to depend on their work and 
should be concerned with their ability, 
especially as to whether they are in­
telligently alert to anything which ap­
pears out of the ordinary.
Use good men on the essential phases 
of an audit — not only good men from a 
technical standpoint, but highly intel­
ligent, alert men who are fully familiar 
with the type of concern they are audit­
ing and who, through intelligent scan­
ning or reviewing, can pick up anything 
unusual.
We believe you should police your 
profession and suggest that require­
ment for membership in accounting 
societies should be severe and the 
activities of the societies should include 
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surveillance of the professional stand­
ards and ethics of their members. Un­
ethical practices continue and relatively 
nothing is done about it. This might be 
said to be your concern and not ours; 
this we disclaim, because price cutting 
and other unethical practices cannot 
continue for any prolonged period of 
time without adversely affecting the 
quality of the reports upon which we 
base our analysis and judgment.
We do not encourage as much as we 
should vital contacts with accountants 
and auditors. There are two reasons for 
this: one is perhaps our lack of ap­
preciation of the benefits to be ob­
tained; the other is that the majority of 
accountants who voluntarily seek con­
tact with us are soliciting business, 
rather than trying to exchange ideas 
and learning how their reports can be 
more helpful. You are after business, 
and properly so, but in practice we can­
not consistently do otherwise than allow 
our clients to choose their own account­
ants so long as they select someone 
of good standing. To do otherwise 
would embroil us and would result in 
relatively few accountants enjoying a 
fine lucrative practice, with the rest of 
the profession reduced to picking up 
crumbs. We believe you have a right to 
pursue the practice of your profession 
and the development of your business 
without prejudicial stands on our part 
as long as you maintain a high standard 
of performance.
Full Information on Scope
Expand your certificate, or leave out 
the certification entirely and tell us in­
stead in a definite form what you have 
done and what you have not done. Let 
us know the extent to which you have 
gone into various important items; then 
we may know how far we can go in 
depending on your work and where, on 
the other hand, we must conduct addi­
tional investigation.
Certified public accountants have 
been challenged because of recent 
events and by reason of pronounced 
interest shown in their activities. In 
the past, in order to develop business 
you have perhaps set yourselves up as 
the ultimate, and have been all too in­
clusive of the protection you offered to 
credit grantors and stockholders. We 
now find that you are modifying your 
claims and carefully stating your limita­
tions, stating that you cannot in prac­
tice make detailed audits which would 
entitle you to fully vouch for the ex­
istence of assets, that you are not ap­
praisers of values, and so on.
We know there are definite limita­
tions; we know a detailed audit is not 
practical; we know that accountants 
are not appraisers — but, we do feel 
there are a number of things you can do. 
These are things some of you are doing, 
in part, without any appreciable addi­
tional cost to your client, and yet they 
do provide us with a great deal of help­
ful information which will enable us to 
do some of the appraising we must do, 
and enable us to judge more intelli­
gently the goodness of a credit risk, 
which, after all, is our responsibility and 
not yours.
Now as to the larger concerns, where 
an extremely limited scope is the only 
practical approach and where you ac­
cept a company’s own report with only 
a highlight review of your own; it is 
obvious that you do so and your 
certificate is placed on the report be­
cause you have rather carefully ex­
amined the company’s accounting pro­
cedure and internal control. Why not, 
in that report, share with us your 
thoughts, that is, tell us something 
about the company’s accounting pro­
cedure and the effectiveness of their in­
ternal control? Is it adequate? Is it suf­
ficiently independent from management 
domination so that it can reveal the 
true facts? In short, instead of taking 
all of the responsibility yourselves, we 
should like to have you pass on your 
findings and your thoughts to us. You 
do not indemnify us by placing your 
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certificate on the balance-sheet, nor do 
we expect it. We would rather rely on 
the thought that a competent firm or 
individual, in whom we have con­
fidence, has performed an audit of a 
certain scope, or examined the internal 
control, has done so intelligently, and 
here are the observations. This is in es­
sence what you do, but your formalized 
certificate can easily be read to imply 
otherwise. What we want, rather than a 
formal certificate, is a more explicit and 
clear delineation of your actual work. 
We want the balance-sheet and operat­
ing statement supplemented by sched­
ules and other explanatory data regard­
ing important items.
Full, Factual Report
Get away as much as possible from 
the standardized form of balance-sheet 
and profit-and-loss statement, and 
formal certificate type of report. We 
realize that in many large concerns it 
is not practical to do much else, but it 
seems to us that too many of the con­
siderations and decisions of your In­
stitute have been based on the treat­
ment that should be given to audits of 
extremely large concerns. This is, no 
doubt, due to the fact that your In­
stitute is dominated to a large extent by 
eastern thought, and in the east there 
are more large business concerns. Try 
to get away from the idea of forcing the 
audit work of moderate- and small­
sized concerns into the pattern of the 
extremely limited scope audit program 
of an extremely large concern.
Expand your text, give us additional 
factual data either in the form of run­
ning comments, or in schedules. Your 
statement that receivables are good and 
the reserve for losses is adequate does 
not meet our needs. Your opinion, as 
such, is of interest and of value to us. 
We should rather, however, have sched­
ules showing the breakdown of receiv­
ables; aging classifications, collection 
percentage on outstanding receivables of 
the previous month end. We should like 
to know the number of accounts so as 
to determine the spread of the risk. It 
would be of interest to have a list of 
the larger receivables by name, as well 
as the amount and the age of such ac­
counts.
As to inventories, your work we find 
is relatively limited. The simple inclu­
sion of the inventory item without con­
siderable supplemental data does not 
tell us much. Such ratio tests as we can 
make by taking inventory at one partic­
ular month end and comparing it with 
sales or cost of goods sold does not 
really mean very much to us. We must 
have additional data. Your report could 
include a more detailed schedule show­
ing the breakdown of that inventory 
into the major classifications or types. 
The schedule should also include sales 
in those respective divisions, and in 
larger concerns information is usually 
readily available as to purchases as 
well.
The foregoing does not necessarily 
cover all you can do on items of this 
sort, and is only a suggestion as to the 
type of information you can and should 
give us wherever possible on the essen­
tial items of a balance-sheet. This is all 
factual information and does not put 
you in the form of an appraiser, but does, 
nonetheless, provide us with consider­
able information helpful in determining 
the goodness and liquidity of assets.
Conclusion
Time does not permit me to discuss 
our responsibility. We do not neces­
sarily, as a whole, do our share, and I do 
not mean to pass the full burden on to 
you. I have stated what we want, and 
we should both work toward it. Many 
credit grantors do not have sufficient 
knowledge of auditing standards or pro­
cedure to enable them to judge a good 
report. Banks today are faced with 
strong competition which, unfortu­
nately, results in our being weak in our 
stand with our clients.
We should welcome contacts with ac­
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countants and auditors on the basis of 
exchange of thoughts as to how we can 
both constructively build toward a bet­
ter audit engagement and report. Such 
cooperation is vital and will redound to 
the benefit of all three — the client, the 
auditor, and the banker. There is no 
diversity of interest.
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What Management Expects of the 
Independent Auditor
By Rodney s. Durkee
J
ust twenty-seven years ago, in this 
“city loved round the world,” I 
became controller of the Panama- 
Pacific International Exposition. 
That job gave me my first intimate 
contact with the members of your 
profession.
The exposition books were audited 
monthly by seven firms of accountants 
acting in rotation. Subsequently, one of 
these firms was selected to devise and 
install the accounting and auditing 
systems and to conduct the future 
audits. The thorough and efficient sys­
tem created by one of your good 
members, Anson Herrick, was largely 
responsible for the credit I received for 
the successful administration of my 
department. Thus, at the outset of my 
career as a privately employed execu­
tive accountant, there was engendered 
a keen appreciation of the assistance 
which could be given by an independent 
accountant.
Since those far-away days, I have 
had an ever-widening contact with the 
members of your profession, and as the 
complexities of corporation accounting 
have multiplied and my managerial 
responsibilities have increased, my ap­
preciation of the place of the inde­
pendent accountant in modern business 
has been steadily enhanced.
About eight years ago I became the 
twenty-sixth member of the Control­
lers Institute of America, an organiza­
tion which now numbers over 1,200 
privately employed accountants. I had 
the honor to serve six years as a director 
and one year as president of that or-
Note — Mr. Durkee is president of Lane 
Mills Company, Los Angeles, and past presi­
dent of the Controllers Institute of America. 
ganization. During my connection with 
the Controllers Institute, I have had 
many opportunities to cooperate in 
solving the problems of executive ac­
countants in many lines of business 
other than those with which I have 
been intimately associated, and this 
has included many contacts with mem­
bers and committees of your Institute. 
I have recited this personal history 
simply to reassure you that I am ap­
proaching today’s subject with some 
knowledge of the problem and with 
the friendliest possible attitude.
My own views on this question have 
been reinforced or modified by recent 
correspondence with many controllers 
and other executives deliberately se­
lected because of the size, type, and 
location of their business. Neverthe­
less, what I say today is not to be 
taken as an official pronouncement of 
the Controllers Institute.
Competent management keenly rec­
ognizes the necessity for proper ac­
counting methods and records not only 
for its own information, protection, 
and guidance, but also to comply with 
the steadily increasing requirements of 
governmental units and the rapidly 
growing demands of stockholders, em­
ployees, and investors for more ac­
curate and informative reporting of 
performance and condition.
Scope of Responsibility
Management feels that there is an 
urgent necessity for delineating the 
boundary between the work of the in­
dependent auditor and its own execu­
tive accountant. It feels that its own 
accountant is primarily responsible for 
devising, installing, and maintaining 
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efficient and economical systems of 
record keeping and internal control and 
that the work of the independent audi­
tor should supplement and complement 
the work of its own accountant with 
minimum duplication of effort.
Management expects the independent 
auditor to assure it that the balance- 
sheet and income-and-surplus state­
ments are based on accepted and 
consistent accounting principles; that 
reasonable judgment has been exercised 
in making those entries which are nec­
essarily based on opinion; that the 
methods, procedure, and systems of ac­
counting and internal audit or control 
are adequate and economical; and that 
the executive accountant and his staff 
are competent and trustworthy. To meet 
these expectations, management be­
lieves that the public accountant must 
be a truly independent consultant, ade­
quately trained in his profession, tactful 
and judicial in his approach, practical in 
his interpretation and application of ac­
counting theory, and omniscient in his 
knowledge of laws, regulations, meth­
ods, and systems which may affect the 
business or the manner of keeping and 
presenting the accounts of his client. 
Above all, management sincerely be­
lieves that the independent auditor 
should cooperate constructively in the 
planning, performance, and reporting 
of his work.
The Audit Program
Constructive cooperation in planning 
the independent auditor’s work should 
start with the audit engagement or its 
renewal. A partner or thoroughly com­
petent senior accountant should have a 
preliminary conference with the man­
agement to determine the scope of the 
audit and the problems which may be 
peculiar to the client’s business. This 
should be followed by an adequate 
review of the company’s accounting 
methods and its systems of internal 
control and audit.
Based on the information gathered at 
the preliminary conference and from 
the review of the company’s methods 
and systems, an audit program should 
be prepared and agreed upon with the 
client. This should cover the nature 
and extent of the examinations to be 
made, and in view of recent develop­
ments, should give specific attention to 
the method and extent of verification 
of receivables and inventories. The 
program should include an exact under­
standing between the independent audi­
tor and the company accountant as to 
what detailed schedules may be most 
economically prepared by the com­
pany’s staff, without impairing the 
sufficiency of the auditor’s examination. 
It should give due regard to the pos­
sibility of relieving congestion and re­
ducing the costs of both the client and 
the auditor by continuous or interim 
audits., It should set the final date for 
delivery of the statements and audit 
report so that there will be no added ex­
pense to the client in issuing reports to 
stockholders, and it should specify the 
dates on which the client’s books and 
records must be available to enable the 
auditor to complete his work in the 
allotted time. It should also outline to 
what extent the auditor is to assist or 
act in the preparation of tax returns 
and reports to governmental units and 
stock exchanges.
Cooperation
Constructive cooperation in the per­
formance of the audit is the next ex­
pectation of management. First of all, 
management expects the auditor to as­
sign an adequate number of competent 
men to the job. Management feels that 
in many instances incompetent or poorly 
trained juniors are used on audit work 
at peak seasons, which might not be 
necessary if proper planning permitted 
the use of competent regular employees 
of the accountant at other seasons of the 
year. Management expects that the 
partner or senior in charge will give his 
full attention to the engagement and 
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not try to supervise the work of his staff 
at irregular or infrequent intervals. It 
expects the independent auditor’s em­
ployees to observe the company’s of­
fice hours and to do their work quietly 
and expeditiously with the least possible 
interference with current work. It ex­
pects the auditor’s employees to limit 
their contacts and discussions with the 
company’s subordinate employees to 
securing facts.
It expects that any questions of ac­
counting principles or methods em­
ployed be discussed by the partner or 
senior only with the company’s execu­
tive accountant or, in the rare cases of 
disagreement, with the management it­
self. It believes that such discussions 
should be carried on whenever neces­
sary during the course of the audit and 
not be allowed to accumulate for last- 
minute conferences. It expects the 
auditor to observe in detail the manual 
and mechanical methods in use in the 
client’s offices and to scrutinize and 
analyze its systems of accounting, in­
ternal control, and audit so that these 
may be considered in the light of the 
auditor’s wide experience and construc­
tive suggestions for improvement made. 
It expects the auditor and his staff to 
maintain their professional independ­
ence and an impartial and dignified at­
titude so that they will have the co­
operation and respect of the client’s staff.
The Report
Management expects the independ­
ent auditor to make his reports more 
than a bare presentation of basic state­
ments with an accompanying standard 
form of certificate. It expects him to 
report as to whether the financial posi­
tion and the results of operation have 
been fairly stated. It expects comments 
from an impartial and independent 
viewpoint as to the ability and efficiency 
of its accounting staff, the adequacy of 
its accounting methods and procedures, 
and of its systems of internal control 
and audit, and it expects definite recom­
mendations as to changes in men or 
methods which may increase the ef­
ficiency of the results obtained by the 
client’s accounting department.
Auditor and Executive Accountant
What has been said thus far is simply 
a restatement of ideas on which there 
has been and should be little difference 
of opinion between management, the 
private accountant, and the public ac­
countant. However, the McKesson & 
Robbins case has focused on controllers 
and public accountants a spotlight 
which has brought out in clear outline 
the necessity for carefully considering 
the strong points and the weaknesses of 
procedures followed by business con­
cerns and by public accountants. Many 
managers and executive accountants 
feel that, with a thoroughly under­
standable but possibly mistaken point 
of view, public accountants have tried 
to use the McKesson & Robbins case as 
an excuse for extending the scope of 
their work. Controllers, on the other 
hand, have quite naturally seized the 
opportunity to strengthen their own 
position. Management has awakened to 
the importance of the duties of its own 
accountants and now recognizes the 
need for a careful examination of its 
own responsibilities. It knows that the 
controller must be given more authority 
and must be assured of its interest and 
support, but it fails to see that there is 
any more necessity at the present than 
there has been in the past for the in­
dependent auditor to perform his work 
thoroughly and conscientiously. Least 
of all does it admit that there is any 
need for the auditor to encroach upon 
the field for which the controller is 
primarily responsible and for which 
he is or must become better fitted 
by his intimate daily contact with the 
condition and problems of his com­
pany.
Management fully recognizes that 
the extent of the independent auditor’s 
examination must necessarily vary in 
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proportion to the size and complexity of 
the business under examination and the 
efficiency of the accounting and control 
methods of that business, but it believes 
that each audit program is a separate 
problem which cannot be solved by in­
flicting unnecessary services and ex­
pense upon business through adoption 
of an inflexible set of minimum require­
ments for audit procedures.
Management knows that the in­
dependent auditor is fully aware of the 
constantly increasing burdens borne by 
every business and it certainly does not 
believe that auditors are short-sighted 
enough to want to add to this load. 
Management earnestly hopes that the 
independent auditor will finally reach 
the conclusion that the important thing 
to do is to eliminate nonessentials in 
auditing work and to insist only on per­
forming work essential to a thoroughly 
conscientious and competent job.
In my twenty-seven years as an exec­
utive, I have seen the edifice of account­
ing rebuilt and extended, but the 
foundation of fundamentals is still 
intact. If the private and public ac­
countants, by intelligent cooperation 
both within and between their insti­
tutes, can streamline this structure to 
meet the winds that blow from the halls 
of Government, the canyons of Wall 
Street, and the homes and offices of 
stockholders and employees, we can 
face the future with confidence. There 
is no need to burn down the building to 
kill a few rats.
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What Is an Adequate Auditing Procedure?
By Lewis Lilly
I
n any discussion of an extension of 
auditing procedure to meet new 
demands, it is well to inquire at 
the outset what new demands, other 
than the insistent desire of a relatively 
new profession to improve its methods 
and techniques, have arisen to make 
necessary, if not imperative, the exten­
sions. And, further, it is well to examine 
what these new demands contemplate 
by way of added responsibilities to the 
accountant, and what, if any, additional 
protection is to be afforded either to the 
client, or to the public, as the result of 
the proposed extensions.
What Are the Demands?
If the period under review is limited 
to the past six years, all are conscious of 
forces, both internal and governmental, 
that have been at work to establish a 
sound body of accounting principles 
and practices; and frankness compels 
the admission that there has been im­
provement and material progress, cou­
pled with greater uniformity, in the 
treatment of the subject matter in 
hand. Recent and presently recom­
mended changes have represented a 
wide departure from established pro­
cedure, and it is not to be wondered at 
that our fellow practitioners in Great 
Britain, viewing the startling accelera­
tion of these changes in the past six or 
eight months, should question the 
underlying wisdom of the Institute’s 
action in appearing to widen apprecia­
bly the field of the accountant’s activi­
ties in the discharge of his professional 
obligations, with the concurrent as­
sumption of responsibilities and at­
tendant liabilities. No doubt many 
American practitioners also have enter­
tained some question as to the wisdom 
of our collective action.
These demands, which it must be 
recognized do exist, have been brought 
about largely by widely publicized 
happenings, and their insistence has 
been emphasized through investiga­
tions by governmental bodies that 
closely followed the newspaper revela­
tions. The publicity has tended to 
create in the public’s mind an impres­
sion that the work of the public ac­
countant and the methods by which he 
seeks his ends are neither wholly reli­
able nor adequate to meet present re­
quirements with reference to financial 
statements. In this highly critical 
and uninformed mood, the public is 
being importuned to require from ac­
countants assurances that statements 
bearing the accountant’s opinion as to 
their adequacy and substantial cor­
rectness, within the natural limits 
determinable by the accountant, are 
in effect, and should be in fact, guaran­
teed in an absolute manner as to values 
and amounts, and that the opinion or 
certificate should in fact be an in­
surance policy covering these repre­
sentations of the company relative to 
its financial position and results of 
operation.
Confronted with these conditions, 
the profession through the Institute 
and for the enlightenment of the public 
has sought to define anew the real 
function of the accountant in his rela­
tion to his clients’ financial statements, 
to acquaint the public with the methods 
used in arriving at a basis for his 
opinion, and particularly to stress the 
very real limitations on, as well as the 
true extent of, the nature of the services 
the accountant is prepared to render.
In this effort at education of the 
public, emphasis quite rightly has been 
placed upon the extent to which the ac­
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countant relies upon the degree of 
existing internal control in planning his 
examination, and upon the efficacy of 
the test checks he makes to establish 
the basis for a sound and informed 
opinion as to the financial statements 
that are under examination.
This position cannot be abandoned 
and the primary problem of the ac­
countant, now as in the past, is to plan 
his test checks and to determine their 
extent in such manner as to insure their 
most effective application. Transcripts 
of hearings of the Securities and Ex­
change Commission and the Commis­
sion’s findings in cases involving the 
extent and character of accountants’ 
practices and procedures are a fair indi­
cation of Government’s intention either 
to bring about changes and improve­
ments through corrective measures ap­
plied by the accountants from within, 
or in lieu thereof, however reluctantly, 
to prescribe practices and procedures 
that it is hoped will accomplish the 
ends sought.
Time for Review of Methods
In the past quarter of a century the 
profession has made so much progress, 
and of necessity at so rapid a rate, to 
keep pace with the changes brought 
about by the war and in the post-war 
period, that a point has been reached 
where introspective analysis of our 
practices and procedures is warranted, 
impelled not only by a sound profes­
sional desire for improvement and re­
finement, but also as a protective 
measure against attacks from without. 
This analysis reveals that the average 
accounting engagement has two main 
phases: first, the purely auditing func­
tion or determination of facts and 
representations by inspection and test 
checks of the client’s accounts and 
records; second, the determination of 
the soundness of accounting principles 
applied by the client in the keeping of 
the accounts and the presentation 
thereof in the form of financial state­
ments. The second or accounting phase 
of the engagement probably has caused 
less concern than the first or auditing 
phase, largely because matters of prin­
ciple are more susceptible of identifica­
tion at the hands of the accountant and 
because the accountant by virtue of his 
special training is qualified to review 
and to establish the authenticity of the 
factual data reflected by the accounts. 
While insistence upon the consistent 
application of sound principles may 
involve the accountant in differences of 
opinion with his client, the charge of 
failure to uncover fraud or deceit, or 
to have permitted the utterance of 
misleading statements bearing his cer­
tificate, will not often lie against the 
accountant in matters concerning ac­
counting principles. There have been 
some highly publicized instances in 
which accountants have encountered 
criticism from supervisory bodies, but 
the number is small in proportion to the 
engagements performed.
It is in connection with the purely 
auditing functions that the accountant 
now finds it necessary to determine 
whether his procedures are adequate to 
establish the essential correctness of the 
bookkeeping entries that form the 
basis of the accounts which are being 
reviewed, or whether revision is re­
quired. The scope of the examination, 
the extent to which reliance is placed 
upon internal control, and the charac­
ter of the tests to be made, must remain 
with the accountant and he must accept 
responsibility for their determination. 
General rules may exist, but for each 
engagement these determinations must 
be made anew, with special reference to 
the particular company under examina­
tion.
Primarily, the accountant must de­
termine what to test, how to test, and 
the extent of the tests, and the note­
worthy change from earlier emphasis on 
the balance-sheet to present-day recog­
nition of the growing importance of the 
income account requires that the ac­
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countant so shape his examination as to 
have an informed opinion on the sub­
stantial accuracy of the results of opera­
tions, as well as to the manner and 
consistency in and with which assets 
and liabilities are stated.
The Preliminary Analysis
In the determination of the character 
and extent of an examination, a series 
of comprehensive preliminary analyses 
should be prepared to acquaint the 
accountant with the volume and normal 
flow of the company’s business. In the 
examination to follow, the accountant 
must satisfy himself as to the integrity 
of the cash transactions, as to the 
legitimacy of the accounts receivable, 
and finally as to the reliability of re­
ported sales. Here are two important 
elements which appear as current assets 
and one which affects vitally the in­
come account, all of which should and 
can be subjected to general inspection 
before the detailed examination and 
the extent of the necessary tests es­
tablished by primary analyses which 
comprehend:
1. An analysis of cash controls, by 
months, to reflect sources of receipts 
and the nature of the disbursements.
2. A similar analysis of sales, by 
months, to determine sales to out­
siders and intercompany sales, if 
any, and to disclose other entries to 
sales that fall outside these normal 
categories.
3. In conjunction with and to substan­
tiate further the foregoing cash and 
sales analyses, an independent recon­
ciliation of the movement in the re­
ceivables may be established. From 
such reconciliation, normal adjust­
ments to accounts receivable from 
journal entries and cash discounts, 
and any entries to receivables from 
other sources will be disclosed, and 
these entries should be investigated 
and the items analyzed and classi­
fied.
This preliminary analysis will reveal 
unusual items, establish the normal 
trend of returns and allowances, and 
permit the identification of merchandise 
returned to inventory. Instances exist 
where, upon investigation of returned 
merchandise, it has been found that the 
returns were faulty and defective and 
that the inventory has contained large 
quantities of materials affected by the 
same faults, and where further investi­
gation of sales and related receivables 
revealed that the latter included sub­
stantial charges for the same defective 
merchandise. This type of information 
is at once significant in checking the 
valuation of inventories and in de­
termining whether accounts receivable 
possibly have been overstated. In es­
tablishing the normal trend of returns 
and allowances and in identifying 
merchandise or materials taken back 
into inventory, the accountant at this 
point must determine the extent to 
which the internal control employed 
by the company may be relied upon to 
ensure accuracy, but in all circum­
stances the accountant must identify 
unusual items and satisfy himself as to 
their correctness or legitimacy. Having 
established the sources of the receiva­
bles, the accountant must exercise his 
judgment as to the extent of the testing 
and sampling, and the method of con­
firmation or whatever other means he 
intends to adopt in the particular cir­
cumstances to satisfy himself as to their 
genuineness and collectibility.
The analysis of cash controls by 
months, previously referred to, estab­
lishes the movement of cash as re­
flected by the books, and if this move­
ment is reconciled by months, and of 
course in total, with the deposits and 
withdrawals per the bank, an inde­
pendent and comprehensive summary 
of sources of cash receipts and types of 
payments has been evolved. Here, as in 
other instances, the accountant must 
determine the weight to be given to the 
system of internal control over cash, 
the extent of his tests, and the various 
types of confirmation to adopt.
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When the bulk of the disbursements 
is cleared through accounts payable and 
the afore-mentioned cash analysis does 
not establish the purpose for or the end 
to which cash has been disbursed, the 
accountant should prepare an inde­
pendent reconciliation of the movement 
in the payables. From such reconcilia­
tion, normal adjustments to accounts 
payable from journal entries and cash 
discounts and any entries to payables 
from other sources will be disclosed 
and, as in the case of receivables, these 
entries should be investigated and the 
items analyzed and classified.
The foregoing analysis may be ac­
cepted by the accountant as establish­
ing the recorded payables, but here, the 
reliance to be placed upon internal 
control must depend upon an investiga­
tion of the company’s purchasing and 
receiving procedures and methods of 
payment, to determine what weight 
may be given to invoices, statements, 
and other data, and whether and to 
what extent he will circularize or by 
other methods confirm indebtedness. 
But the accountant still must rely upon 
his ingenuity to discover unrecorded 
liabilities, including contractual obliga­
tions and contingent liabilities.
Procedures with reference to analysis 
of changes in fixed assets and related 
reserves, to the confirmation of invest­
ments, and the establishment of the 
correctness of deferred charges are 
standard and require no comment. 
Likewise, the sundry liability accounts 
and accruals, the funded or long-term 
debt, and the several categories of capi­
tal stock and surplus lend themselves to 
determination or confirmation by estab­
lished methods. The accountant here is 
in an old and familiar field and his 
normal procedures are in most in­
stances adequate.
Profit and Loss Account
The income and profit-and-loss ac­
count likewise lends itself to certain 
types of preliminary analysis. The 
primary analysis of sales considered 
earlier, and used in that connection to 
establish the sources of receivables and 
to identify intercompany sales or other 
entries to the sales account, now serves 
to establish an independent control of 
the sales and the related returns and 
allowances figures which appear in the 
income account.
The second type of primary analysis 
relates to cost of goods sold, and here it 
is well to analyze by months the prime 
elements constituting cost of goods sold 
or cost of goods manufactured. In the 
case of a manufacturing concern, the 
analysis would show the raw material, 
the direct labor, and the overhead. The 
monthly totals, when related to the 
dollar value of manufactured goods 
transferred to finished inventory and to 
units produced, where practicable and 
usable, furnish an independent control 
of the elements of cost of goods manu­
factured and permit of identification of 
marked variations in production and in 
production costs.
Tests and Checks
At this point the accountant should 
determine the tests and checks neces­
sary to establish:
1. That the internal control over the 
flow of raw materials from inventory 
to production is such as to ensure 
that the materials charged to pro­
duction actually have been utilized 
and not diverted, destroyed, or 
otherwise disposed of;
2. And that labor is allocated properly, 
which may be determined by:
(a) A complete summary of payroll 
and its allocation by months or 
other periods for the year under 
review. The payroll figures de­
veloped by this summary should 
be reconciled to payroll bank ac­
counts, by months or periods, for 
the year. In addition, payrolls 
should be reconciled to social­
security accruals and payments.
(b) A close inspection should be 
made of the payroll system and 
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its control to determine the ex­
tent to which data supporting 
payrolls are to be examined and 
tested to establish that pay­
ments have been made for 
service rendered and that the 
payments have been allocated 
properly to the departments 
affected.
3. Tests should be made to establish 
that the elements constituting over­
head or burden, which are not 
checked automatically or through 
other tests (such as depreciation, 
insurance, taxes, etc.) are under 
effective internal control and con­
stitute proper charges to manufac­
turing. Particularly, adequate tests 
should be made of materials and 
supplies charged to maintenance 
and repairs.
In connection with the categories of 
selling, handling, general, and adminis­
trative expenses, the accountant must 
satisfy himself that normal expenditures 
are subjected to proper control, but 
special attention should be directed to 
contractual expenditures for advertis­
ing and promotion, and to other fees 
and charges, particularly when con­
tracts, authorizations, and disburse­
ments are under the direct supervision 
of a single employee or officer.
Other income of material conse­
quence usually arises from some asset 
source such as properties, investments, 
patents, or rights, and as a rule can be 
checked completely or independently 
confirmed.
These comprehensive preliminary 
analyses are designed to supply a 
panorama of the company under ex­
amination, to acquaint the accountant 
with the extent and scope of the busi­
ness, and to indicate the nature and 
extent of the tests and checks to be 
made to establish the correctness of the 
company’s representations, in so far as 
it lies within the accountant’s ability 
and province.
When the field work is completed, a 
statement of sources and application of 
funds should be prepared which, if 
used in conjunction with comparative 
balance-sheets and statements of in­
come and profit and loss, will provide 
the reviewer with a working history of 
the period under examination. It is 
assumed that standard audit programs 
will be articulated to the particular 
engagement and that the work of 
seniors and assistants will have been so 
directed as to establish the factual 
correctness of the figures reflected by 
the company’s records.
Thus, if the accountant is prepared 
with analyses which define for him the 
scope of the engagement; if the working 
papers reflect that the tests are ade­
quate and comprehensive and have 
been made with due care and skill, and 
if he has traced and accounted for 
changes through the statement of 
sources and application of funds and 
assets, with proper integration into the 
balance-sheet and income and profit- 
and-loss account, he can face with con­
fidence any inquiry, governmental or 
private, into his professional capacity 
or with relation to the adequacy of his 
procedures.
Reliance on Internal Control
The extent to which the accountant 
relies upon the system of internal con­
trol must be subjected to constant re­
vision. Changes in company methods 
and in personnel, coupled with the 
degree of supervision given by and the 
ability of the company’s chief account­
ing official or officials, require constant 
vigilance on the accountant’s part. At 
best the accountant can but pass judg­
ment on the adequacy of method and 
establish to his satisfaction that the 
transactions he chooses to test have 
been handled within the bounds defined 
by the system. He cannot be placed in 
the position of guaranteeing that there 
have been no violations or omissions, 
but on the other hand he must not be 
satisfied with superficial inspection or, 
once having established adequacy, rest 
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secure in the feeling that the control 
will continue to function as planned 
originally.
Regardless of any system of internal 
control, it must be recognized that 
certain types of fraud or misrepresenta­
tion through the issuance of false state­
ments are difficult of control through 
any internal system, since they may 
originate with officials whose duty it is 
to enforce the application of the system. 
A good system properly operated will 
do much to prevent fraud, but it is not 
a guarantee of fraud elimination and, 
however much reliance is placed on it, 
the accountant must plan his examina­
tion and by his own skill and ingenuity 
make his tests and checks and establish 
independent control of as many factors 
as possible, so that his work will not be 
regarded as a mere supplement to the 
checks supplied by the internal control.
Candor compels the admission that 
extensions of audit procedure to meet 
new demands arise from a recognition 
on the part of the profession that cer­
tain procedures were in need of a gen­
eral overhauling. Increasing practice, 
personnel turnover, the ratio of part­
ners to staff, and the ever-increasing 
size and complexity of modern business 
all have multiplied the usual and recog­
nized hazards of conducting an account­
ing practice, and it is not to be wondered 
at that the accountant has advocated 
the wide adoption of natural fiscal 
years and encouraged any other steps 
which would enable the work to be 
spread to avoid year-end congestion. 
The preponderant honesty of clients, 
as borne out by the relatively few 
contrary instances, has created a sense 
of security that is shaken seriously by 
any untoward event, particularly when 
well publicized, but the average en­
gagement is well performed and will 
continue to be. Nevertheless, for his 
own protection and in the interests of 
his clients and the public, the account­
ant should extend his procedure in the 
form of a more comprehensive ap­
proach to the audit.
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Extensions of Auditing Procedure to Meet 
New Demands
BY SAMUEL J. BROAD
T
he title given to our discussion 
this afternoon indicates that a de­
mand exists that audit procedures 
be extended. We might perhaps inquire 
from what source this demand came, 
whether from within or without the pro­
fession, because if it came solely from 
within the profession, it might be 
charged that we were influenced by 
selfish motives.
Whose “Demands”?
One of the purposes of the hearing an­
nounced by the Securities Exchange 
Commission on January 25, 1939, was 
to determine “the adequacy of the safe­
guards inherent in generally accepted 
practices and principles of auditing 
procedure to assure reliability and accu­
racy of financial statements.” This, ob­
viously, was an inquiry rather than a 
demand and at the time of writing the 
Commission has not formally announced 
its opinion on this question.
The questions asked of expert wit­
nesses during this hearing ran the whole 
gamut of auditing procedures. The ma­
jor trend of questioning seemed to be 
directed to determining to what extent 
auditors went behind the books for 
supporting evidence and to what extent, 
in relying upon procedures within the 
client’s organization, they satisfied them­
selves that those procedures were being 
faithfully carried out.
Last May, Chairman Frank stated as 
one of the objectives of the Commission: 
“We want to make sure that the public 
never has reason to lose faith in the re­
ports of public accountants. To this end, 
the independence of the public account­
ant must be preserved and understood 
and standards of thoroughness and accu-
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racy protected.” Mr. Frank said he 
understood that certain groups in the 
profession were “moving ahead in good 
st ide” and that they would get all the 
help the Commission could give them 
as long as they conscientiously attempt 
to “clean house.” However, if they were 
unwilling or unable to do the job thor­
oughly, the Commission would not hesi­
tate to step in. At about the same time, 
Commissioner Healy is quoted as say­
ing: “As you doubtless know, we have 
not attempted to prescribe the scope of 
the examination that is essential for the 
purpose of certifying to statements 
under the securities act and exchange 
act. Instead, we have relied on the stand­
ards announced by the accounting pro­
fession and the general sanctions of the 
acts and of common law.”
A hearing directed to bringing out 
possible deficiencies in audit procedures 
was also held by Attorney General 
Bennett of the State of New York last 
January. It resulted in suggestions for 
stronger disciplinary machinery in New 
York State.
The New York Stock Exchange, in a 
report of the subcommittee on inde­
pendent audits and audit procedure of 
the committee on stock list, which was 
adopted by the board of governors on 
August 23rd, stated that three specific 
aspects of the subject had been considered 
by the subcommittee; namely:
1. Extensions in the scope and methods 
of audit practice;
2. Means by which the limitations 
which necessarily exist in audits may 
most effectively be drawn to the 
attention of stockholders, through 
the auditor’s report or otherwise; 
and
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3. Changes in certain relevant corpo­
rate procedures, which may improve 
internal accounting or facilitate the 
work of independent auditors.
The report dealt at considerable length 
with possible extensions of auditing 
procedure, and under the heading of 
“Inventories and Receivables” stated:
“Both the auditing and the account­
ing phases of the profession of account­
ancy are not static—methods are con­
stantly being developed to keep pace 
with the evolution of business. The Ex­
change will continue to welcome co­
operation in its efforts to improve 
auditing methods, from the accounting 
profession and from listed corporations, 
who, in turn, must answer to the desires 
of their stockholders. The accounting 
profession and business itself has excel­
lent reasons for extending audit pro­
cedure to the limits of practicability and 
reasonable economy.”
Apart from these more or less official 
expressions of views, extensive and con­
tinued comment in the press during re­
cent months, particularly in the larger 
industrial and financial centers, left no 
doubt as to the expectation of the finan­
cial writers and others that the profes­
sion would extend its procedures with 
a view to the greater protection of 
investors.
It is thus apparent that there has 
been a general demand from authorita­
tive sources outside the profession that 
auditing procedures shall be extended in 
certain respects. There has been, how­
ever, a notable tendency on the part of 
all to leave to the profession itself the 
determination as to what added proce­
dures or methods shall be adopted. The 
profession met the challenge promptly 
and a vast amount of time has been 
spent by practitioners during the last 
several months in endeavoring to de­
termine and set forth what the nature 
of those steps should be. The outcome 
was a report of the special committee on 
auditing procedure of the Institute 
which was adopted by council on May 
9th, last, and a further supplementary 
or interpretative report which the com­
mittee presented to the council meeting 
on September 18th.
Evolution of Practice
The special committee in its report 
expressed the opinion “that auditing 
procedure has kept and continues to 
keep pace with the growth and develop­
ment of industry.” If we are to fulfil 
our function as a profession and reach 
our full stature in the family of business, 
we must recognize such needs as they 
develop and must meet any reasonable 
demands to which they give rise. I like 
the idea of growth as applied to auditing 
procedures, because it carries the con­
ception of a gradual evolution rather 
than of revolution. This thought was 
aptly expressed in the report of the sub­
committee of the New York Stock Ex­
change to which I have referred:
“The broad improvement which has 
taken place over the years in American 
corporation accounting and in reporting 
to stockholders has been a gradual de­
velopment marked by the consolidation 
of each advance, a progression in which 
abrupt and ill considered changes have 
largely been avoided. It is with a certain 
historical sense and a strong conviction 
of the soundness of such a well inte­
grated development that your sub­
committee prefaces its report with the 
reminder that accounting and auditing 
procedures are in their very nature not 
final but evolutionary, both in them­
selves and in their adaptation to a 
continuously evolving business world, 
and that new developments should be 
introduced only where their practica­
bility is reasonably established. ”
Evolution is the law of nature and the 
basis of most sound progress in human 
and natural affairs. Revolution is pain­
ful and the changes it brings often do 
not endure because they are so great and 
so rapid that the body politic, like an 
overloaded stomach, cannot digest them. 
When the report of the special com­
mittee on auditing procedure was issued 
last May, there was fear in certain 
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quarters that it was revolutionary in 
character, that it took the accountant 
out of his proper sphere and placed upon 
him responsibilities he was not equipped, 
either by training or in personnel, to 
assume. This fear arose largely from 
what may possibly have been an am­
biguity in the terms and a misunder­
standing as to the intent, of the report. 
If the report had meant what was feared, 
the changes suggested would have been 
revolutionary in their character and 
would also have been impracticable and 
soon have fallen of their own weight. I 
am glad that in its supplementary re­
port the committee has seen fit to inter­
pret and clarify the scope and purpose of 
the procedures it had recommended.
By what standards should we en­
deavor to measure the added procedures 
which may reasonably be expected? 
First, there must be a net gain. The cost 
of the added protection should not 
approach any reasonable probability of 
loss which might be expected to result 
from its absence. Second, any program 
adopted should be practicable and 
workable. Only grief and disillusion­
ment can result from attempting the 
impossible and encouraging a false sense 
of security.
Cost of Procedures
The task of defining practicable pro­
cedures which will provide a substantial 
safeguard at a reasonable cost, particu­
larly in so far as inventories are con­
cerned, has been a major difficulty 
which the profession has faced during 
recent months. Extreme cases may re­
quire extreme measures, but extreme 
cases are happily rare. In such a case 
recently engineers were engaged to make 
a thorough examination. Among other 
things, according to their report, they 
observed the manner in which the in­
ventory was taken, test-checked the 
count made by company employees, rec­
onciled important differences in count, 
opened and weighed cases as they 
deemed necessary, and examined piling 
methods and broken or partly filled 
containers. They reported that they had 
examined and test-checked the inven­
tories and the pricing and extensions 
and, on the basis of their examination, 
they expressed their opinion that the 
inventories amounted to certain figures. 
The cost was reported to be in the neigh­
borhood of $100,000, and it is worthy 
of note that this covered only a test, 
however thorough, and that an opinion, 
not a certificate, resulted. It is obvious 
that procedures at comparable cost are 
not justifiable in the ordinary case. 
Something less costly, and therefore 
less detailed in scope and more provi­
dent of time, must be developed; some­
thing which nevertheless will justify the 
expression of a professional opinion.
Practicability of Program
Then the program must also meet the 
test of practicability. Quantity and 
identification of merchandise are mat­
ters of fact and not of opinion. In most 
cases quantity can be determined with 
definiteness although, even here, there 
are cases where elements of estimate and 
judgment must be invoked, because 
weight or measurement are not practi­
cable (a scrap pile or an ore pile, for in­
stance). Identification, though a ques­
tion of fact, frequently requires expert 
knowledge. Quality, condition, and 
value, on the other hand, are matters of 
judgment or opinion, rather than of 
fact, and are affected by many extrane­
ous circumstances. They are subjective, 
rather than objective. Grass growing 
in a flower bed, for example, is a weed. 
It has negative value. But the same 
grass growing in a lawn has positive 
value, as some of us from the east know 
who work so hard to grow and keep it.
Probably in nine businesses out of 
ten, the auditor is not qualified to pass 
upon the quality or grade of merchan­
dise. A particular individual might 
have had considerable experience in 
manufactured cotton goods and be able 
to judge of their weight and texture. 
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But he would probably be lost if his 
next engagement was to pass on de­
scription, grade, and quality for a com­
pany buying leaf tobacco or manufac­
turing automobile parts. His knowledge 
is accidental, rather than a matter of 
essential training. Thus for adequate 
description the auditor must rely in 
most cases on markings; for example, 
the grade of raw silk is usually marked 
on the bale, the size and finish of fin­
ished copper wire on the reel or spool, 
the kind of shoes on the box or on the 
shoe. Where goods are not marked and 
technical knowledge is necessary for 
their proper description, e.g., wheat 
in a grain elevator, the auditor will al­
most invariably have to rely upon some­
one within the organization itself who has 
a knowledge of the goods, and upon the 
normal routine procedures and records 
of the organization. An organization 
cannot carry on business continuously 
deceiving itself or its employees and 
customers; nor can the most skillful 
fraud expect to succeed if too many 
people are involved in it. The alterna­
tive to such reliance is to employ ex­
perts in the particular class of mer­
chandise, and this has sometimes been 
done and will doubtless continue to be 
done in exceptional situations. The ele­
ment of cost, however, will have to 
be considered, and in the long run 
common sense and practicability must 
govern.
Where it is considered advisable to 
employ experts, their services will be of 
most value in determining the identity 
and quality of merchandise. For valua­
tion purposes, however, I believe that to 
substitute anything which approaches 
an appraisal independent of the books 
in lieu of the orthodox method of stat­
ing the inventory at the lower of cost or 
market would be distinctly a retro­
gressive step. After all, in the absence 
of a falling market, the best evidence of 
the value of an article is the fact that 
someone has spent his own money to 
buy it or make it and can sell it at a 
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reasonable profit. An inventory ap­
praisal which ignored cost would result 
in confusion and would tend to distort 
the income account by injecting factors, 
possibly major in their impact, which 
had no relation to transactions com­
pleted within the period.
It is the task of the auditor to develop 
procedures which will enable him — as 
an accountant and not as an expert in 
materials — to satisfy himself that the 
quantity, identification, quality, con­
dition, and value of the merchandise 
have been fairly reflected in the in­
ventory figures which appear in the 
balance-sheet and are reflected in the 
income account. The various steps set 
forth in the bulletin, Examination of 
Financial Statements, twenty-four in 
number, embrace the usual procedures 
adopted to this end in the past. The 
procedures there suggested include in­
quiries, or a review of the inventory 
instructions, to ascertain in what man­
ner the inventory was taken, an in­
spection of the sheets to see that those 
who performed the various operations 
evidenced the fact by initialing or sign­
ing the inventory sheets or tags, and 
a test check of the final inventory 
sheets with original tags or listings. 
Except for such matters, however, they 
do not deal to any substantial extent 
with the various steps in determining 
quantities and description which bridge 
the gap from the inventory instructions 
at the one end to the completed in­
ventory at the other.
Closing the Gap
It is the intervening hiatus or gap 
which we are attempting to close. It 
falls naturally into two parts. First, 
there is that part of the inventory work 
which consists of actually counting, 
weighing, or measuring the merchandise 
and listing it, and second, the control 
exercised over the quantities so listed 
during the subsequent process of pric­
ing, extending, and summarizing the 
inventory.
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Physical Contact with Inventories
In some cases in the past, accountants 
have attended in person at the inven­
tory taking and have observed its 
taking and have made test checks of 
quantities to supplement the various 
other auditing steps. It seems now to be 
generally accepted that in future the 
auditor should, wherever practicable or 
reasonable, have some actual physical 
contact with the inventory in cases in 
which it is a material factor.
The manner in which he does this 
must be compatible with his function 
as an auditor and its extent must be 
justified on the grounds of cost and 
practicability. His object should be to 
see in the first place that the inventory 
instructions, if carried out, are such as 
to give reasonable assurance of a care­
ful inventory, that the plan and extent 
of inventory taking are adequate and 
that a reasonable degree of internal 
check and control is provided. His at­
tendance at the inventory taking is for 
the purpose of seeing that the instruc­
tions are carried out and that the plans 
materialize. In satisfying himself as to 
the latter, he is justified in giving due 
weight to the internal check and control 
exercised, if this is adequate. For ex­
ample, if the organization is such that 
it can be arranged for employees famil­
iar with the merchandise to prepare the 
initial listing and later for a second 
group of employees, independent of the 
first and also independent of the particu­
lar departments involved, to check the 
initial list; and if the auditor sees that 
that is done, he is entitled to attach a 
greater degree of credibility to the 
resulting inventory than if no such 
double and independent check is made. 
When the auditor examines vouchers, 
he looks for the proper approvals and 
those, in part, are his assurance that 
more than one person was involved in 
the transaction and that the system of 
internal check and control with regard 
to disbursements is functioning and 
may be relied upon. Similarly, by being 
present at the taking of the inventory, 
he can take steps to assure himself that 
the system of internal check and control 
as applied to the taking of the inventory 
is also functioning. This, as an auditor, 
he is qualified to do and his observa­
tions and inquiries or test checking 
should be sufficient to satisfy him 
whether a careful inventory has been 
taken.
Some indication of what is meant by 
observation and inquiry is desirable. 
As in other steps of audit procedure, the 
care of a reasonably prudent man must 
be exercised. It is not sufficient merely 
to be present and rely upon the moral 
effect of the auditor’s presence to assure 
careful work. The auditor should have 
his eyes open and his ears open. His 
observations may lead him to question 
whether certain groups of merchandise 
are moving, for example, a pile may be 
covered with dust or it may be located 
in an inaccessible place. Observation 
of those calling and listing the inventory 
can readily lead to a conclusion as to 
whether they are performing their 
duties carefully and conscientiously. 
Inquiries and informal conversations 
with foremen and subordinates may be 
expected to be quite helpful in disclosing 
matters of interest. Undoubtedly the 
auditor will make occasional checks of 
quantities recorded and he may well in­
crease the moral effect of his presence 
by making notations of items listed to 
be checked later against the final 
inventories.
It seems apparent that the processes 
of observation and inquiry outlined 
above, coupled with adequate methods 
of internal check and control, meet the 
tests of practicability and of keeping 
the cost within reasonable bounds. In 
most cases where the inventory is large, 
it would be out of the question for the 
auditor to take the inventory himself 
or even to make a test-check of any 
substantial proportion of the quantities, 
supposing he had knowledge of the type 
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and quality of the goods he was check­
ing. It is my belief that the procedures 
outlined are those which will be fol­
lowed in most cases where inventories 
are substantial. By undertaking them, 
the auditor is staying within his prov­
ince as an auditor and is obviously 
not holding himself out as an appraiser 
or expert in materials. Staff require­
ments, moreover, will be considerably 
less, thereby increasing practicability.
Subsequent Control of Inventory 
Sheets
There is little purpose, however, in 
carrying the work through to this point 
unless the auditor goes one step further 
and closes up the remainder of the gap. 
Little is gained by having a careful in­
ventory taken if the quantities recorded 
may subsequently be altered before the 
final inventory total is recorded in the 
accounts.
There is probably little likelihood 
of a major fraud being perpetrated 
through collusion among the compara­
tively large number of factory and office 
employees required to take an inven­
tory. It would be much simpler, how­
ever, to insert a few additional sheets 
in the inventory or a few additional 
items on the sheets, or even a few addi­
tional digits in the items listed on the 
sheets. Consider how easy it is to change 
2,000 tons of coal to 22,000 tons, merely 
the insertion of an additional digit. If 
improper motives exist, I believe it is 
at this stage of the inventory procedure 
that falsification of quantities is most 
likely to occur. Such possibilities have 
always existed and the auditor has 
made comparisons with stock records 
and book inventory controls and has 
adopted various over-all checks in his 
endeavor to search out any major dis­
crepancy. It is my view, however, that 
if we undertake the steps necessary to 
satisfy ourselves that the quantities 
have been carefully taken in the first 
place, we should carry our work a step 
further and endeavor to see that proper 
control is exercised over the quantities 
so listed until the final inventory is 
completed and entry made upon the 
books.
How this can best be done will de­
pend entirely upon the circumstances. 
In some cases, the auditor may be able 
to arrange to retain duplicate copies of 
the original inventory sheets or tags. 
In others, he may be able to obtain an 
over-all total of the items where the 
commodities are similar in nature; or 
he may be able to make an immediate 
check with stock records which are con­
trolled in the general accounts. I do not 
believe that it is necessarily the audi­
tor’s duty himself to exercise the con­
trol over the inventory or the inventory 
sheets during this period (as he would 
in the case of securities or cash which he 
himself was inspecting); but rather that 
it is part of his task to satisfy himself 
whether or not the proper control is 
exercised within the organization itself, 
by adequate means of internal check 
and control during the intervening 
period. For example, it would seem un­
desirable for the inventory sheets to be 
left in the hands of a foreman or stock­
keeper or anyone who was subject to 
check and might have an interest in 
changing the quantities. What safe­
guards may be practicable will suggest 
themselves to the experienced practi­
tioner in the light of the circum­
stances of a particular case. My only 
purpose at this point is to call your at­
tention to the vulnerability of the sit­
uation.
The primary purpose of an account­
ant’s work on inventories is to arrive 
at a conclusion whether the inventory 
is fairly stated and to do so by means of, 
and as a result of, audit procedures 
which are normally used by his profes­
sional brethren. It is worthy of repeti­
tion that in this part of his work, just as 
much as in his examination of cash 
records or purchase records, he is en­
titled to rely upon the system of in­
ternal check and control, provided he 
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takes steps to ascertain that it operates 
and is reasonably effective.
Inventory Records
In most examinations one of two basic 
situations will be encountered. In com­
paratively simple cases complete re­
liance is frequently placed upon a physi­
cal inventory taken at the end of the 
year and there may be no formal stock 
records or inventory controlling ac­
counts. In the majority of the more im­
portant cases, the inventory is con­
trolled by perpetual inventory or stock 
records and in such cases the main pur­
pose of a physical inventory is to sup­
port the accuracy and credibility of 
these records and, if necessary, to ad­
just them. Obviously, where the latter 
condition exists, there is a greater de­
gree of internal check and control be­
cause, if the inventory procedure is well 
planned and organized, employees who 
keep the records will not be assigned to 
take the inventory. Each group acts as a 
check on the other. The physical inven­
tory independently supports and adds 
credibility to the perpetual records and 
indicates to what extent reliance may be 
placed upon them. The auditor ap­
proaches the situation from both direc­
tions. His program as to the examina­
tion of the stock or book records and as 
to the taking of the physical inventory 
is very similar, namely, observation and 
inquiry as to procedures and their ade­
quacy, supplemented by test checks to 
the extent warranted. If, as a result of 
his work, he reaches the conclusions, 
first, that the inventory records are 
adequate, second, that the inventory it­
self has been carefully taken and, third, 
that the two are in substantial agree­
ment though independently arrived at, 
the weight of evidence is very strong 
and justifies him in expressing an affirm­
ative opinion. It is worthy of note, as 
has been recognized in the report of the 
special committee on auditing proce­
dure, that the perpetual inventory rec­
ords may be supported by physical 
inventories taken at some time or times 
other than the end of the year provided 
that at some time during the year the 
entire inventory is checked.
From the nature of such an examina­
tion, it is clear that the auditor is not 
in a position to assume full responsibil­
ity for the inventory. His opinion can­
not be based on absolute or complete 
knowledge on his own part. To extend 
the examination of inventories to a 
point where the auditor could in effect 
guarantee from his own knowledge that 
the goods were all there and were of the 
quality and description stated and 
were all owned by the concern, would so 
magnify his work and so increase the 
technical knowledge and skill required 
of him as to be beyond the bounds of 
reasonable cost and also beyond the 
limits of human capabilities. I am satis­
fied, however, that a program such as 
that outlined, if carried out with the 
care which an ordinarily prudent man 
would exercise, will meet the standards 
laid down by the special committee and 
should provide substantially increased 
safeguards and warrant the expression 
of an authoritative opinion.
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By Spencer Gordon
M
embers of the accounting pro­
fession hold themselves out to
 the public as skilled and com­
petent to perform the duties and services 
which they undertake to perform in 
their capacity as accountants and au­
ditors, and they are bound in law to 
perform such services in an accurate 
and skilful manner.1 In accepting em­
ployment they undertake, and their 
employers have the right to expect, that 
in the performance of their duties they 
will exercise the average ability and skill 
of those engaged in that branch of 
skilled labor,1 2 for it is now well recog­
nized that public accountants constitute 
a skilled professional class, and are 
subject to the same rules of liability 
for negligence in the practice of their 
profession as are members of other 
skilled professions.3 The following state­
ment of the rule governing the measure 
of such liability is often quoted:
1 Dantzler Lumber & Export Co. v. Columbia 
Casualty Co. (1934) 115 Fla. 541, 156 So. 116, 
95 A. L. R. 258.
2 East Grand Forks v. Steele (1913) 121 Minn.
296,141 N W. 181,45 L. R. A. (N. S.) 205.
3 Smith v. London Assur. Corp. (1905) 109 
App. Div. 882, 96 N. Y. Supp. 820.
Note.—Mr. Gordon is a member of the firm 
which serves as counsel for the American Insti­
tute of Accountants.
“Every man who offers his services 
to another and is employed assumes the 
duty to exercise in the employment such 
skill as he possesses with reasonable 
care and diligence. In all those employ­
ments where peculiar skill is requisite, 
if one offers his services, he is under­
stood as holding himself out to the 
public as possessing the degree of skill 
commonly possessed by others in the 
same employment, and, if his preten­
tions are unfounded, he commits a 
species of fraud upon every man who 
employs him in reliance on his public 
profession. But no man, whether skilled 
or unskilled, undertakes that the task 
he assumes shall be performed suc­
cessfully, and without fault or error. 
He undertakes for good faith and in­
tegrity, but not for infallibility, and he 
is liable to his employer for negligence, 
bad faith, or dishonesty, but not for 
losses consequent upon mere errors of 
judgment.” 4
In a recent New York case the court 
defined the accountant’s responsibility 
as follows:
“‘His [the auditor’s] business is to 
ascertain and state the true financial 
position of the company at the time 
of the audit, and his duty is confined to 
that. But then comes the question, How 
is he to ascertain that position? The 
answer is, By examining the books of 
the company. But he does not discharge 
his duty by doing this without inquiry 
and without taking any trouble to see 
that the books themselves shew the 
company’s true position. He must take 
reasonable care to ascertain that they 
do so. Unless he does this his audit 
would be worse than an idle farce. 
Assuming the books to be so kept as to 
shew the true position of a company, the 
auditor has to frame a balance shewing 
that position according to the books and 
to certify that the balance-sheet pre­
sented is correct in that sense. But his 
first duty is to examine the books, not 
merely for the purpose of ascertaining 
what they do shew, but also for the 
purpose of satisfying himself that they 
shew the true financial position of the 
company.’ Matter of London and Gen­
eral Bank (1895) 2 Ch. 673.” 5
As this New York decision of 1938 
quotes from Matter of London and
4 Cooley on Torts, 2nd Edition, p. 277, quoted 
in Smith v. London Assur. Corp., supra.
5 State Street Trust Co. v. Ernst, 278 N. Y. 
104, 704, 15 N. E. (2d) 416, 16 N. E. (2d) 851, 
120 A. L. R. 1250 (1938).
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General Bank,6 an English case decided 
in 1895, which is one of the landmarks 
of the law in relation to accountants, it 
is interesting to note this further quota­
tion from the latter case:
"An auditor, however, is not bound 
to do more than exercise reasonable care 
and skill in making inquiries and in­
vestigations. He is not an insurer; he 
does not guarantee that the books do 
correctly show the true position of the 
company’s affairs; he does not even 
guarantee that his balance-sheet is 
accurate according to the books of the 
company. If he did, he would be respon­
sible for error on his part, even if he 
were himself deceived without any want 
of reasonable care on his part, say, by 
the fraudulent concealment of a book 
from him. His obligation is not so 
onerous as this. Such I take to be the 
duty of the auditor: he must be honest 
— i.e., he must not certify what he does 
not believe to be true, and he must take 
reasonable care and skill before he 
believes that what he certifies is true. 
What is reasonable care in any par­
ticular case must depend upon the 
circumstances of that case.”
Thus the appellate division of the 
Supreme Court of New York approved 
the following instruction:
“The court instructed the jury that 
these auditors did not guarantee the 
correctness of their accounts: ‘They 
did not say to the public: “Let us 
examine your books and vouchers, and 
we will with absolute certainty discover 
any dishonesty, every mistake, that 
exists in these books and we will protect 
you against that.” That is not what 
they undertook to do.’ They agreed to 
use such skill in the performance of their 
agreement as reasonably prudent, skil­
ful accountants would use under the 
circumstances.” 7
6 (1895) 2 Ch. 673.
7 Craig v. Anyon (1925) 208 N. Y. S. 259, 212 
App. Div. 55.
8 Thus in National Surety Corporation v. 
Lybrand (1939) 256 App. Div. 226, 9 N. Y. 
Supp. (2d) 554, an appellate division of the 
Supreme Court of New York stated:
“It was for the jury to say whether the 
practice of ‘lapping’ and ‘kiting’ of checks 
should have put the defendants upon inquiry 
which would have led to discovery of the defal­
cations, and whether, if defendants had exer­
cised ordinary care and used proper methods of 
accounting as established by the expert testi­
mony, they would have observed checks drawn 
out of numerical order. . . . Their representa­
tions that there had been a verification of cash 
was a pretense of knowledge when they did not 
know the condition of the bank accounts and 
had no reasonable basis to assume that they 
did. This, the jury could have found amounted 
to at least a constructive fraud.”
Stated simply, the accountant must 
not be guilty of fraud or negligence.
Of course, negligence may assume a 
wide variety of forms, and whether or 
not the accountant has exercised the 
degree of skill and care commonly 
possessed by others in the same em­
ployment will depend upon a considera­
tion of all the facts and circumstances 
disclosed by the factual evidence, and 
upon a consideration of the applicable 
standards of the profession, usually as 
disclosed by expert testimony.
When all the evidence is in, it is for 
the judge to determine in the first 
place whether there is sufficient evidence 
of negligence to send the case to the 
jury. The judge may decide that there 
is not sufficient evidence for a reasonable 
man to hold that the accountant has 
been negligent, in which case the judge 
will direct a dismissal. But if the judge 
finds that there is sufficient evidence for 
a reasonable man to hold that the 
accountant has been negligent, the case 
will be sent to the jury to determine as 
a matter of fact whether or not negli­
gence has been proved by a preponder­
ance of the evidence, and thus whether 
the verdict shall be against or for the 
accountant. The same rules of procedure 
apply in a case involving a contention of 
fraud. A court would seldom, if ever, 
instruct a jury to find that an account­
ant has been negligent or fraudulent. 
The reported decisions by the higher 
courts are usually that there was or that 
there was not sufficient evidence to 
submit the case to the jury, or perhaps 
turn upon the language of the instruc­
tions given the jury.8
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The practice of leaving questions of 
fact to the jury is illustrated by a 
recent federal decision. The case in­
volved a contention of fraud, but after 
a trial lasting thirteen weeks the jury 
had entered a verdict for the defendant 
accountants. On one of the points the 
Circuit Court of Appeals said:
“We can see little excuse for omitting 
from the balance-sheet mention of con­
tingent liabilities . . . nevertheless . . . 
the defendants’ experts testified that it 
was proper to omit the item . . . and 
. . . said that the showing of contingent 
liabilities is frequently a matter of 
judgment. . . . The plaintiffs’ expert 
contradicted this. The charge called 
attention to the conflicting testimony 
and instructed the jury to weigh it. The 
refused requests were to the effect that 
omission of the contingent liabilities 
made the balance-sheet false. In view of 
the conflicting testimony, such a charge 
was properly refused. Even if it were an 
abuse of good accounting practice to 
omit them, such an abuse was not fraud 
unless accompanied by an intent to 
conceal. The issue of fraudulent conceal­
ment was fairly put to the jury in the 
general charge.” 9
9 O'Connor v. Ludlam (1937) 92 F. (2d) 50.
10 Ultramares Corporation v. Touche (1931) 
255 N. Y. 170, 174 N. E. 441, 74 A. L. R. 1139, 
State Street Trust Co. v. Ernst, supra.
11 O'Connor v. Ludlam, supra.
12 Landell v. Lybrand, 264 Pa. 406, 107 Atl. 
783, 8 A. L. R. 461 (1919).
13 Ultramares Corporation v. Touche, supra, 
State Street Trust Co. v. Ernst, supra, O'Connor 
v. Ludlam, supra.
14 State Street Trust Co. v. Ernst, supra.
It has been definitely held by the 
highest court of New York that an ac­
countant’s liability for ordinary negli­
gence extends only to the client who has 
employed him and with whom a con­
tractual relationship exists. If there has 
been neither reckless mistake nor in­
sincere professional opinion, but only 
honest blunder, the ensuing liability 
for negligence is one that is bounded by 
the contract, and is to be enforced only 
between the parties by whom the con­
tract has been made.10 11The United 
States Circuit Court of Appeals for the 
second circuit followed the same rule in 
a case arising in the southern district 
of New York, saying:
“Since there was no contractual rela­
tionship between the plaintiffs and the 
defendants, liability could be imposed 
only for fraud; a mistake in the balance- 
sheet, even if it were the result of 
negligence, could not be the basis of a 
recovery.” 11
The same rule has been applied by the 
Pennsylvania Supreme Court as follows:
“The averment in the statement of 
claim is that the defendants were care­
less and negligent in making their 
report; but the plaintiff was a stranger 
to them and to it, and, as no duty rested 
upon them to him, they cannot be 
guilty of any negligence of which he can 
complain.” 12
In each of the cases arising in New 
York it was made clear that, although 
the accountant was not employed by 
the plaintiff, the accountant knew or 
should have known the use to which his 
report was to be put and should have 
anticipated that some person in the 
position of the plaintiff might have 
sustained injury from negligence in the 
preparation of the report.13 In the most 
recent New York case the definite state­
ment is made:
“We have held that in the absence of 
contractual relationship or the equiva­
lent, accountants cannot be held liable 
for ordinary negligence in preparing a 
certified balance-sheet even though they 
are aware that the balance-sheet will 
be used to obtain credit”.14
While, undoubtedly, this statement 
of the New York court will be given 
great weight in other states, it cannot 
yet be considered as definitely settled 
throughout the country that an ac­
countant may not be held liable for 
negligence in preparing a report in a 
suit brought by a person with whom the 
accountant has had no contractual rela­
tionship, but for whose use he knew the 
report was being prepared. Thus it has 
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been held that where a vendor of real 
estate is under the duty or assumes the 
obligation to furnish an abstract for the 
use of the vendee, and employs an ab­
stractor who has notice or knowledge of 
the purpose of the abstract, such 
abstractor may be liable for negligence 
in a suit by the vendee. This is some­
times put on the theory that in such 
circumstances the engagement of the 
abstractor by the vendor is a contract 
made for the benefit of the vendee, and 
under such engagement the abstractor, 
who has notice or knowledge of its 
purpose, owes the vendee, who is to 
use and rely on the abstract, the duty 
of using reasonable care and skill in 
making it.15 Under the doctrine ad­
vanced in such cases, it may be held 
that, if the audit is made at the request 
of a client, but with information to the 
accountant that it is for the benefit of 
some particular third party who is to 
lend money to or otherwise deal with 
the client, the accountant may owe such 
third party a duty to use reasonable 
care and skill, for the breach of which 
the accountant perhaps must respond in 
damages. In that connection, it should 
be noted that none of the New York 
decisions involved a situation where the 
accountant knew that the report was 
to be given to the particular person 
who afterwards entered suit. The ac­
countants knew only generally the pur­
pose for which it was to be used.16 If a 
case should arise where a client ob­
15 See cases collected in 34 A. L. R. 68 and 68 
A. L. R. 376.
16 The accountants knew that “the balance- 
sheet would be used to obtain credit,” and “ that 
in the usual course of business the balance- 
sheet when certified would be exhibited ... to 
banks, creditors, stockholders, purchasers, or 
sellers ...” and the accountants made thirty- 
two certified copies presumably for such use 
(Ultramares Corporation v. Touche, supra.); or 
the accountants “knew that it was to be used 
to obtain credit” and supplied ten copies of the 
balance-sheet “to be used, to the knowledge of 
the defendants, to obtain credit,” (State Street 
Trust Co. v. Ernst, supra.); or the accountants 
“knew that the balance-sheet was to be used in 
selling preferred stock to the public.” (O'Connor 
v. Ludlam, supra.) 17 Ultramares Corp. v. Touche, supra.
tained a report for the use of a particular 
person with the knowledge to the 
accountant that the report would be so 
used, it would probably be argued even 
in New York that the question of liabil­
ity to such person for negligence is still 
open. *1
In recent New York decisions the 
dangers to the accounting profession 
have been greatly extended by holdings 
to the effect that an accountant may be 
liable for fraud to persons with whom 
he has had no contractual relationship, 
and that gross negligence by the ac­
countant may raise an inference of such 
fraud. Judge Cardozo first applied this 
doctrine to professional accountancy in 
1931 in the following language:
"The defendants owed to their em­
ployer a duty imposed by law to make 
their certificate without fraud, and a 
duty growing out of contract to make it 
with the care and caution proper to 
their calling. Fraud includes the pre­
tense of knowledge when knowledge 
there is none. To creditors and in­
vestors to whom the employer exhibited 
the certificate, the defendants owed a 
like duty to make it without fraud, 
since there was notice in the circum­
stances of its making that the employer 
did not intend to keep it to himself.
“Even an opinion, especially an opin­
ion by an expert, may be found to be 
fraudulent if the grounds supporting it 
are so flimsy as to lead to the conclusion 
that there was no genuine belief back 
of it.” * 187
The rule was restated by Judge Finch 
in 1938 as follows:
“Accountants, however, may be liable 
to third parties, even where there is 
lacking deliberate or active fraud. A 
representation certified as true to the 
knowledge of the accountants when 
knowledge there is none, a reckless 
misstatement, or an opinion based on 
grounds so flimsy as to lead to the con­
clusion that there was no genuine belief 
in its truth, are all sufficient upon which 
to base liability. A refusal to see the 
51
Papers on Auditing Procedure
obvious, a failure to investigate the 
doubtful, if sufficiently gross, may fur­
nish evidence leading to an inference of 
fraud so as to impose liability for losses 
suffered by those who rely on the 
balance-sheet. In other words, heedless­
ness and reckless disregard of conse­
quence may take the place of deliberate 
intention.” 18
18 State Street Trust Co. v. Ernst, supra.
19 O'Connor v. Ludlam, supra.
20 Ultramares Corp. v. Touche, supra.
21 State Street Trust Co. v. Ernst, supra.
22 Craig v. Anyon, supra.
The Circuit Court of Appeals has 
stated how the question of fraud should 
be presented to the jury:
“Fraud presupposes not only an un­
true statement but also a fraudulent 
intent. On the question of falsity of the 
representations the jury was told that 
the issue was whether the defendants’ 
representations, ‘in the sense to be 
taken by an ordinary reasonable man,’ 
were, in fact, true or untrue — whether 
a true or a false impression was created. 
On the question of intent, the jury was 
told that fraud may be established by 
showing that a false representation has 
been made, either knowingly, or without 
belief in its truth, or in reckless dis­
regard of whether it be true or false; 
and that the issue was whether the 
defendants had an honest belief that 
the statements made by them were true. 
‘If they did have that honest belief, 
whether reasonably or unreasonably, 
they are not liable. If they did not have 
an honest belief in the truth of their 
statements, then they are liable, so far 
as this third element [scienter] is con­
cerned.’ The jury was also told that an 
intent to deceive may be inferred from 
a lack of honest representation; and 
that, so far as alleged concealments or 
omissions were concerned, the issue was 
whether the omission to state certain 
matters was deliberate and intended 
to conceal. It was further charged that, 
if the audit made ‘was so superficial as 
to be only a pretended audit and not a 
real audit, then the element of knowl­
edge of falsity of their representations 
is present, and they may be held liable.’ 
Reading the charge as a whole, it seems 
to be in strict conformity with the 
established law.” 18 9
It should be noted that in each of the 
three cases dealing with fraud the de­
fendants knew the purpose for which 
the report was intended. That “there 
was notice in the circumstances of its 
making that the employer did not 
intend to keep it to himself” was ap­
parently given by Judge Cardozo as the 
reason why the accountants owed a 
duty “to creditors and investors to 
whom the employer exhibited the certif­
icate” to make it without fraud.20 In 
the later New York decision Judge 
Finch stated broadly, however, that 
liability might be imposed “for losses 
suffered by those who relied on the 
balance-sheet.” 21 In spite of Judge Car­
dozo’s statement, it is not probable that 
the New York courts will restrict ac­
tionable fraud to suits by persons to 
whom the accountant should have ex­
pected that his report would be shown.
The promulgation of the doctrine that 
an accountant may be liable for fraud 
to persons other than the client to whom 
he has made his report may greatly in­
crease the dangers incident to the ren­
dering of a report. If action is by the 
client to whom the report is made there 
is always the possibility of the defense 
of contributory negligence. In cases 
involving embezzlement, for example, 
it may be found that damages sustained 
by the client have been due to the client’s 
negligent supervision of his employees, 
and that the accountant is not properly 
chargeable with the losses sustained.22 
In actions for damages for breach of 
contract it is usually held that the 
defaulting party is liable only for the 
direct consequences of the breach, such 
as usually occur from the infraction of 
like contracts and were within the con­
templation of the parties when the 
contract was entered into as likely to 
result from its nonperformance. In at 
least two cases where it was found that 
accountants had been negligent it was
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held that their clients could recover only 
the amount of the fees that they had 
paid the accountants; in one case be­
cause the other damages claimed could 
have been avoided by the exercise of 
reasonable care by the plaintiffs,23 and 
in the other because the other damages 
claimed could not reasonably have been 
foreseen.24 Such limitations of damages 
are less likely to be applied in suits by 
third parties involving questions of 
fraud.
23 Craig v. Anyon, supra.
24 East Grand Forks v. Steele, supra.
25 National Surety Corporation v. Lybrand, 
supra.
26 Matter of London and General Bank, supra.
27 Ultramares Corp. v. Touche, supra.
The question of contributory negli­
gence may, however, be a difficult one 
in suits involving accountants. We find 
this statement in a recent case:
“Accountants, as we know, are com­
monly employed for the very purpose 
of detecting defalcations which the 
employer’s negligence has made pos­
sible. Accordingly we see no reason to 
hold that the accountant is not liable 
to his employer in such cases. Negli­
gence of the employer is a defense only 
when it has contributed to the ac­
countant’s failure to perform his con­
tract and to report the truth.” 25
The effect of the wording of the 
accountant’s certificate has arisen in 
some of the decisions. Although it was 
early said that the accountant “is not 
an insurer,” 26 some of the language used 
by Judge Cardozo in the first New York 
case involving the fraud doctrine27 is 
confusing and disturbing. The certificate 
in that case stated:
“We have examined the accounts of 
Fred Stern & Co., Inc., for the year 
ending December 31, 1923, and hereby 
certify that the annexed balance-sheet 
is in accordance therewith and with the 
information and explanations given us. 
We further certify that, subject to 
provision for federal taxes on income, 
the said statement, in our opinion, 
presents a true and correct view of the 
financial condition of Fred Stern & Co., 
Inc., as at December 31, 1923.”
Throughout the opinion Judge Cardozo 
seemed to consider that the statement 
that the balance-sheet was in accordance 
with the accounts was “the representa­
tion of a fact as true to the knowledge 
of the auditors.” He said:
“The defendants certified as a fact, 
true to their own knowledge, that the 
balance-sheet was in accordance with 
the books of account. If their statement 
was false, they are not to be exonerated 
because they believed it to be true. . . . 
Accountants ... by the very nature 
of their calling profess to speak with 
knowledge when certifying to an agree­
ment between the audit and the 
entries.”
Apparently the position of Judge Car­
dozo was that the accountants had made 
a statement of fact that the balance- 
sheet corresponded with the entries as 
made in the books, but had only ex­
pressed an opinion that the balance- 
sheet fairly stated the position of the 
company. He held that the accountants 
would be liable in an action of deceit 
for a misstatement of fact in such case 
“whether believed to be true or not,” 
but would be liable for a misstatement 
of opinion only “if the grounds sup­
porting it are so flimsy that there was 
no genuine belief back of it.”
If the form of report recommended by 
the special committee on auditing pro­
cedure is to be used it would appear 
that the only statements of fact will be 
as to the scope of the examination made. 
Under the doctrine promulgated by 
Judge Cardozo it would seem to follow 
that if the accountant has not made the 
examination that he states that he has 
made, he may be held in an action of 
deceit by any third party who has 
relied on the report, but the proposed 
form of report does not appear to in­
volve any statement of fact as to the 
result of the examination. That the 
balance-sheet and the related statements 
of income and surplus fairly present the
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position of the company and the result 
of its operations is to be stated as a 
matter of opinion. This distinction is 
made by Judge Swan in a recent decision 
in the Circuit Court of Appeals for the 
Second Circuit.28 A request had been 
made that the jury be instructed that 
if they should find that a statement 
that certain notes were secured was 
false and “that the defendants repre­
sented to the plaintiffs that this was 
true of their own knowledge, as distin­
guished from the belief or opinion, they 
are guilty of making a false balance- 
sheet, even if they believed it to be 
true,” and the decision by Judge Car­
dozo was cited. Judge Swan, however, 
distinguished the point in the following 
language:
28 O' Connor v. Ludlam, supra.
29 Beardsley v. Ernst (1934) 47 Ohio App. 241, 
191 N. E. 808.
30 Liability under the public-utility act of 
1935, by section 16 (a) thereof, is “in the same 
manner, to the same extent, and subject to the 
same limitations as provided in section 18 of the 
securities-exchange act of 1934.”
31 Securities act of 1933, section 11 (a).
“Accountants profess to speak with 
knowledge when certifying to an agree­
ment between the audit and the entries 
in books audited, but there is no sugges­
tion in the cases relied upon that a 
statement by an auditor that notes are 
secured by the provisions of a trust 
deed is an assertion of knowledge rather 
than an expression of opinion.”
The moral seems to be that accountants 
should hesitate to certify to an agree­
ment between the audit and the entries 
in the books audited. No such certificate 
is contained in the recommended form 
of report.
The language of the accountant’s 
report may, of course, limit his liability 
in particular respects. For example, in 
an Ohio case29 it was stated that the 
accountants had examined the books of 
accountant and records of a corporation 
and its American subsidiary, “and have 
received statements from abroad with 
respect to the foreign constituent com­
panies.” In a suit by a purchaser of the 
company’s stock who alleged fraud, a 
jury was waived, the court heard the 
evidence, and judgment was rendered 
for the defendants. This was affirmed, 
the Court of Appeals saying:
“The record does not establish fraud 
or any false or fraudulent statements 
in relation to the examination actually 
made of the books and records in this 
country. We do not think that the 
defendants can be charged with fraud 
under these certificates by the very 
language used therein, when they in fact 
disclose that some of the information 
and statements came from abroad.”
In expressly limiting his liability the 
accountant must, of course, be careful 
to leave a report that will have some 
value to his client. If we eliminate the 
camel’s hump there is a strong probabil­
ity that the camel will be eliminated 
therewith.
The foregoing has dealt with the 
accountant’s liability at common law. 
There remains for consideration his 
liability arising under the securities act 
of 1933 and the securities-exchange act 
of 1934.30 These statutes contain de­
tailed provisions which cannot be quoted 
and discussed except at undue length. 
My thoughts on the subject are con­
tained in two articles entitled “Ac­
countants and the Securities Act,” 
published in the Journal of Account­
ancy of December, 1933, and “Liability 
of Accountants under Securities Ex­
change Act of 1934” in the issue of 
October, 1934. For the purposes of this 
discussion, however, it may be said that 
the accountant’s liability has been in 
no respect diminished, and is increased 
in the following respects:
1. The necessity for contractual rela­
tionship as a basis for suit in cases not 
involving fraud has been removed.31
2. The burden of proof is placed upon 
the accountant to establish that “he 
had, after reasonable investigation, rea­
sonable ground to believe and did 
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believe, . . . that the statements therein 
were true and that there was no omis­
sion to state a material fact required 
to be stated therein or necessary to 
make the statements therein not mis­
leading,” 32 or that he acted in good 
faith and had no knowledge that the 
statement involved was false or mis­
leading.33 Thus the accountant who is 
sued must prove that his certificate was 
not negligently or fraudulently made.
32 Securities act of 1933, section 11 (b) (3) 
(B)(i).
33 Securities-exchange act of 1934, section 
18 (a).
34 Securities-exchange act of 1934, section 
206 (d).
3. Under the securities act of 1933 as 
amended by section 206 of the 1934 
act, “the standard of reasonableness 
shall be that required of a prudent man 
in the management of his own property. ” 
At common law the standard is the care 
and skill which reasonably prudent and 
skilful accountants would use in the 
circumstances.
4. The burden of proof is also placed 
on the accountant to show that any part 
of the damage sustained was not caused 
by the accountant’s error.34
No court decisions involving the 
liability of accountants under these 
statutes have come to my attention.
Certainly the law in regard to the 
liability of accountants is still in a state 
of development. And in an equal state 
of development are the principles of 
accountancy and auditing from which 
it must be determined in each case 
whether there was negligence or fraud. 
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Physical Tests of Inventory Quantities
BY WALTER A. STAUB
T
he promulgation of the report of 
the Institute’s special committee 
on auditing procedure, which in­
cluded recommendations for audit pro­
cedure in respect of inventories and 
receivables, naturally gave rise to con­
siderable discussion, especially among 
members of the accountancy profession. 
It is of interest to note that both The 
Accountant (London) and The Canadian 
Chartered Accountant, the organs of the 
profession in Great Britain and Canada, 
respectively, in expressing editorial 
opinion on the report of the American 
Institute’s special committee, ques­
tioned the wisdom of extending the 
scope of the accountant’s examination 
of the inventory beyond the records 
thereof, or pertaining thereto, and of 
including in such scope the more direct 
contact with the inventory suggested 
by the phrase “physical tests of 
quantities.”
The audit procedure recommended in 
respect of inventories, viz., physical 
tests of inventory quantities, was not 
in itself a new concept of audit pro­
cedure for American accountants.
To be sure, there has been in the past 
difference of opinion in the profession in 
America as to the desirability of the in­
dependent accountant resorting to the 
“physical contact” method of satisfy­
ing himself of the dependability of the 
management’s representations concern­
ing inventory quantities, and certainly 
as to regarding it as “normal” or 
general procedure.
Even among those accountants who 
were of the opinion that, where prac­
ticable and reasonable, physical tests 
of inventory quantities were desirable, 
there was not application of the pro­
cedure to the same extent. Some had 
applied the procedure to a considerable 
extent, whereas others felt that, until 
a greater unity of opinion and practice 
had been developed in the profession on 
this point, they could not regard it as 
obligatory, but only as a procedure to 
be followed when the client requested 
or concurred in the inclusion of it in the 
scope of the examination.
The significance of the committee’s 
report on this point has been the 
recommendation that hereafter “cor­
roboration of inventory quantities by 
physical tests should be accepted as 
normal audit procedure.” The physical 
test recommendation quoted above may 
be regarded, in view of expressions in 
other parts of the report, as applying 
only when such procedure is practicable 
and reasonable.
The committee sought to make it 
clear in its report that the accountant 
is warranted in considering the circum­
stances of each case in determining 
whether it be practicable and reasonable 
to make such tests, and, if so, the man­
ner and extent thereof. Also, it stated 
that “in making, or observing the mak­
ing of, physical tests by count, weight, 
or measurement, the independent certi­
fied public accountant does not hold 
himself out as, or assume the responsi­
bilities of, a general appraiser, valuer, or 
expert in materials.” Still further, it 
stated that “the public should under­
stand that, while he can take steps to 
warrant the expression of his opinion as 
an accountant that stated quantities of 
merchandise are actually on hand, such 
procedure does not invest his opinion 
with a degree of authority which he 
does not claim for it, or impose upon 
him a measure of responsibility which 
the nature of his work does not justify.”
In the course of the considerable 
discussion which has followed the pro-
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mulgation of the committee’s recom­
mendations, concern has been expressed 
as to whether the business and financial 
public will not deduce a wrong impres­
sion from the recommendation for 
making physical tests of inventory 
quantities normal or usual procedure in 
those cases where it is practicable and 
reasonable to make such tests. Some 
have voiced the fear that the adoption 
of the recommendation may possibly 
impose upon the accountant a greater 
or different responsibility in respect of 
inventories, and particularly the quan­
tities thereof, than the responsibility 
which has been his in the past. Others 
have expressed the same fear, though in 
somewhat different terms, that by 
making such physical tests, the ac­
countant— especially where he does 
not in any way describe the limits of 
the test — may give the impression 
that such tests are adequate to warrant 
the assumption that they constitute a 
corroboration of the inventory quanti­
ties as a whole. These fears and other 
aspects of the subject, which have been 
developed in the discussions, make it 
timely that there be a definite under­
standing of the purpose and meaning of 
physical tests of inventory quantities.
At the very outset, it should be em­
phasized that whether physical tests of 
inventory quantities be regarded as (a) 
a recognition by the profession of the 
desirability of a general extension of 
what has already been an audit pro­
cedure to some extent, or (b) a recogni­
tion by those practitioners who have in 
the past followed the philosophy indi­
cated in the report of a committee of 
the New York State Society of Certified 
Public Accountants in 1932 1 and in the 
afore-mentioned editorials of The Ac­
countant and The Canadian Chartered 
Accountant2 that the recommended 
procedure is to be followed, recom­
mendation is not intended to impose a 
new or added responsibility upon the 
accountant in respect of his examination 
of inventories. Rather it was made by 
the committee to point the way to mak­
ing his work just as effective as possible. 
It is not intended that he shall seek to 
become “all things to all men” and by 
reason of physical tests of inventory 
quantities assume either the duties or 
responsibilities of the appraiser or 
engineer.
1 The committee agrees that the training and 
experience of a certified public accountant do 
not qualify him as an appraiser or valuer or as 
fitted to assume full responsibility for physical 
quantities, description, quality, condition, 
marketability, and valuation of merchandise 
inventories.
It is the opinion of the committee that if an 
accountant reports on a balance-sheet of a con­
cern over his signature without qualification or 
special explanation as to the item of merchan­
dise inventories, it should be understood that 
he has exercised care and diligence in his exami­
nation by making accounting tests and checks 
of the concern’s books of account and other 
available records pertaining to merchandise 
inventories, that he has received all informa­
tion and explanations he has required from the 
officers and employees responsible for the taking 
and valuation of the inventories and has, so far
In conducting his examination of the 
financial statements of any concern 
where the inventory is a significant 
factor (especially so in the case of in­
dustrial or trading concerns), and in 
reporting thereon, the accountant has 
always recognized the importance of 
satisfying himself just as far as feasible 
as to the reasonableness of the total 
amount at which the inventory is 
carried in the balance-sheet, and which 
as accounting methods permit, satisfied himself 
as to the substantial correctness of the inven­
tory but that in regard to ownership, physical 
quantities, description, quality, condition, 
marketability, and valuation of merchandise he 
has relied upon the representation of the man­
agement of the company subject to such 
checks as may be obtainable from the records.
The committee is not in agreement as to 
whether it is desirable for the Society to take a 
definite public position on the question of in­
ventory verification and the accountant’s 
responsibility therefor.
(This resolution was widely distributed, both 
within and without the profession, at the time 
of its adoption.)
2 The gist of the editorial thought was that 
physical contact with or observation of inven­
tories or selected portions thereof is not an 
essential part of the audit procedure relating to 
inventories.
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amount, in turn, affects the income 
account.
The advice of the lawyer to his client 
is based upon his examination and 
study of the case which has been 
brought before him for his considera­
tion, and the physician or surgeon 
formulates his opinion for the purpose 
of either diagnosis or treatment on his 
examination of the patient’s condition 
and after the application of various 
tests, either positive or negative. In 
neither case, however, does the lawyer 
or doctor give a warrant or guaranty 
other than that he will use the skill 
with which his training and experience 
have equipped him and the best efforts 
of which he is capable; similarly, the 
accountant, in dealing with the item of 
inventories, has always been under the 
obligation to utilize such skill as is 
presumed to result from his training and 
experience and to apply the methods 
recognized by the profession in satisfy­
ing himself that the inventory as a 
whole has been stated at a reasonable 
amount in accordance with sound 
accounting principles for the purposes 
of the balance-sheet and of the income 
account related thereto.
Farther than this he cannot go and 
cannot be expected to go, and no pro­
cedure which may form part of his 
examination of the inventories can 
reasonably be considered as carrying 
any warranty or guaranty. At most it 
serves but as a part of his method of 
audit for the purpose of enabling him to 
express his opinion as to whether or not 
the balance-sheet fairly presents the 
position of the concern, and the income 
account the results of its operations.
The purpose of physical tests of in­
ventory quantities as approved audit 
procedure is to make the accountant’s 
examination of the inventory as com­
prehensive as may be practicable and 
reasonable under the circumstances of 
the particular engagement. The ques­
tion of whether it be practicable and 
reasonable to make or require such 
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may be either desirable or feasible to 
carry such tests, makes a demand upon 
him for the exercise of his judgment. 
In principle, this is not any different 
from the judgment he must continually 
exercise in respect of any examination 
which is other than a detailed audit. 
There are but few types of enterprises 
and comparatively few concerns where, 
under the complex conditions of modern 
business, a detailed audit is practicable.
The simpler the kind of business, all 
other things being equal, the easier it 
ought to be to make physical tests of 
inventory quantities, and the less reason 
there would be for omitting them. On 
the other hand, with the ever-increasing 
complexity of modern industrial tech­
nique, and particularly certain lines of 
industry, such as, for example, chemical 
concerns, the making of physical tests 
by the accountant is either impractica­
ble or so inconclusive that there may be 
little purpose served in attempting them. 
Here again, the judgment of the ac­
countant must come into play in de­
termining whether or not physical tests 
should be attempted, and if not, how 
far other means of satisfying himself 
concerning the inventory quantities 
may serve substantially the same 
purpose.
Expressing further the purpose of the 
making of physical tests of inventory 
quantities, it is to satisfy the accountant 
that the stated inventory quantities 
(whether based upon perpetual inven­
tory records or upon a complete physi­
cal inventory at a given date), are de­
pendable, that the tests disclose no 
serious inaccuracies, and that the 
methods of inventory taking have evi­
dently been such as to lead to dependa­
ble results in so far as indicated by the 
physical tests.
It is perhaps in the meaning of the 
physical tests of inventory quantities 
where the most danger of a misunder­
standing on the part of the business and 
financial public might arise. The mean- 
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ing of the tests is not that the account­
ant who has made them is now in a po­
sition to assure the client that the entire 
inventory quantity has been substan­
tiated or that such tests have any 
different meaning or significance than 
many other tests he applies to deter­
mine whether or not in his opinion the 
inventory, as to either quantity or 
pricing, has been fairly stated. As has 
been pointed out elsewhere, the Insti­
tute’s bulletin, Examination of Finan­
cial Statements, contains twenty-four 
different paragraphs relating to the ac­
countant’s examination of inventories. 
Similarly, I note that the latest edition 
of Montgomery’s Auditing Theory and 
Practice contains twenty-two numbered 
items under the caption of “Rules for 
Verifying Prices and Quantities.” Even 
these are, in both cases, only general 
rules which must be either applied or 
modified in the light of the particular 
circumstances of the engagement. Un­
der certain conditions some of them may 
even have no practical application.
It is important that in advocating 
physical tests of inventory quantities, 
wherever practicable and reasonable, 
we do not overstress this one element of 
the means by which the accountant 
seeks to satisfy himself of the existence 
of the inventory and the amount at 
which it appears in the company’s 
financial statements. The mere in­
spection of the inventory, for example, 
does not establish the ownership thereof 
by the concern whose accounts are 
under examination. Again, in many in­
stances the accountant may not be 
able to determine by physical tests that 
items in the inventory have been prop­
erly described, especially when differ­
ing qualities and grades are involved. 
Such physical tests of count, weight, or 
measurement as are made must be in­
telligently coordinated with the various 
records which contain data relating to 
or throwing light on the inventory. 
There should be avoidance of undue 
reliance on physical tests of quantities 
as being conclusive evidence of the 
correctness of the inventory.
The term “ physical tests of inventory 
quantities” may be understood in a 
dual sense. It embraces not only tests of 
inventory count, but also, what is of 
just as much significance, tests of the 
methods adopted in taking the inven­
tory and of the checks and cross-checks 
provided by means of which the ac­
countant satisfies himself that the in­
ventory has been carefully taken.
In conclusion, it may be emphasized 
that, although the auditor may under­
take additional procedures, such as 
physical tests of inventory quantities, 
such procedures do not constitute a 
conclusive verification of inventory 
quantities and condition but are made 
for the purpose of satisfying himself as 
to the effectiveness of the methods of 
inventory taking and as to the credi­
bility of the representations of the 
management regarding quantities and 
condition.
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BY C. OLIVER WELLINGTON
IN A paper I read at the Interna­tional Congress on Accounting in 1929, ten years ago, on the subject of “The Accountant’s Responsibility 
for the Inventory,” I outlined in some 
detail the points to which attention 
should be directed: first, by the con­
troller and, second, by the certified pub­
lic accountant. I have reviewed that 
paper of ten years ago in the light of 
recent events and find little to change 
or add. The experiences of the last ten 
years have merely emphasized the im­
portance of some of the points I made at 
that time, which were then based on ex­
periences of my firm covering a period of 
over twenty years.
However, as my time today is too 
short even to summarize the points that 
were made in that rather long paper, I 
merely mention it to you in case anyone 
is interested in going into greater detail 
on this question of the mechanics of 
inventory verification.
The financial statements in total and 
the individual items on the financial 
statements are the representations of 
the management, and the function of 
the independent certified public ac­
countant is to make sufficient examina­
tion of each of the items on the finan­
cial statements so that he can express a 
professional opinion with regard to the 
statements as a whole. Under the gen­
erally accepted procedure as outlined in 
the report adopted May 9, 1939, there 
is no difference in principle between the 
asset of inventories and any other assets 
or liabilities, but the usually large 
amount of inventories and the relative 
difficulty in obtaining sufficient infor­
mation to confirm the representations 
of the management as to the inventory 
total make the method and extent of the 
examination of this asset of particular 
importance. The accountant, therefore, 
must apply to the examination of the 
inventory asset those methods of in­
quiry, testing, and checking that lie 
reasonably within the scope of his 
ability and experience.
In the normal case, the accountant 
does not “take” the inventory and he 
assumes no greater responsibility for 
confirmation of this asset than for any 
other asset or liability, but he is ex­
pected to make a sufficiently extensive 
examination to satisfy him as an inde­
pendent accountant that the represen­
tations of the management as to the 
total value of inventories in the finan­
cial statements are substantially cor­
rect. In general, the most effective and 
economical procedure for confirmation 
of inventories is a combination of test­
ing of records of the company and test­
ing of physical stocks.
I am considering the mechanics of 
inventory verification under three main 
headings: first, planning; second, con­
tact; and third, control.
In connection with the planning, it is 
very important that there be full coop­
eration between the controller or chief 
accountant and the independent audi­
tor. There must be a decision as to 
whether there need be a complete 
physical inventory at one time or 
whether the system of continuous in­
ventory control is sufficiently effective 
so that there need be merely sufficient 
test checks of the continuous inventory 
records to confirm their substantial ac­
curacy and prove that quantities and 
resulting total value can safely be taken 
from such records.
In either case, the controller and 
the independent accountant should plan 
together the procedure that is most 
effective and economical; first, for the 
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client to keep the cost of taking and the 
time required down to a minimum; and 
second, for the auditor in determining 
the adequacy of tests and setting a 
reasonable limit on the cost of testing. 
With the complete physical inventory 
at one time, the first step is the planning 
before inventory to determine the date 
when the inventory will be taken and 
the dates when the whole plant or vari­
ous departments of the plant must be 
shut down. Often it is desirable to shut 
down some departments on different 
dates from others. There should also be 
a schedule made of the nature and extent 
of the stock that will be present in those 
departments on the inventory date 
and the number of checkers required, 
both the checkers from the company 
itself and men from the accountant’s 
staff who make such tests as are neces­
sary.
The next matter to be considered is 
the kind of tags or sheets to be used, the 
numbering thereof so that all must be 
accounted for, and the preparation of 
instructions for the use and return of 
all tags and sheets. Further provision 
should be made for listing and for pric­
ing, and also for suitable internal checks 
whereby the men who check the inven­
tory quantities as determined in the 
various departments shall be men taken 
from some other department of the 
business, so that within the company 
there will be that independent check of 
one or more people from the outside 
verifying the work of the people in the 
department itself.
There should be proper instruction 
for the orderly arrangement of the in­
ventory stocks to make it most easy 
and effective, first to take stock, and 
then to check and test it. Having made 
these plans prior to inventory taking, 
at the inventory date the controller 
should see that the procedure outlined 
is functioning effectively and should see 
that tags or sheets are collected, 
checked, and listed. Special attention 
should be given to stocks in the re­
ceiving and shipping rooms, and also 
to obsolete or slow-moving goods.
After the inventory is taken, the con­
troller has the responsibility of check­
ing the question of ownership of goods 
in warehouses, or on consignment, or 
any portion of the inventory that may 
be pledged as security. The controller 
also has the responsibility for deter­
mining the accuracy of the inventory 
cutoff. Then there is the important 
question of pricing, first at cost, and 
then at market, if in any case market is 
below cost. This, of course, will cover 
raw materials, work in process, and 
finished stock. He should also see that 
proper adjustment is made for any ob­
solete stock or seconds, to write them 
down to realizable value.
After inventory, the controller must 
see that the inventory sheets are prop­
erly extended, footed, checked, and 
summarized, and that any necessary 
adjustments are made so that the book 
inventory will agree with the physical 
inventory. These steps I have men­
tioned are for a company that takes a 
complete physical inventory at one time.
In the case of better run companies 
where there is a continuous inventory 
control, there are two customary meth­
ods for verification of the records with 
the stock. One is to have a procedure 
whereby some items of the inventory 
will be checked every day through the 
year and enough checks are made so 
that every item in the inventory will be 
verified one or more times each year. 
The second plan is to check all items 
when they have reached the minimum 
limits as called for by the stock records, 
and when additional quantities have to 
be ordered. The second plan is usually 
better because at the time of checking 
the stock is at its minimum, and also 
the checking corresponds with the ac­
tivity of the stock and is more frequent 
for the active items.
As I have noted, the primary respon­
sibility for the inventory is with the 
controller. However, the independent
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accountant can often help a great deal 
with suggestions as to inventory taking. 
He must plan in advance with the con­
troller to make tests of the inventory in 
a manner and at times that will not be 
unduly burdensome to the client. I 
have in mind a case of one concern 
where they formerly closed down for a 
solid week for inventory, and under a 
better procedure that we helped them 
determine they now merely close down 
Friday night, take and check the in­
ventory over Saturday and Sunday, and 
are able to open up again on Monday 
morning. Obviously, if that plant is 
busy, the saving of those days means 
real money.
The second subtopic is the value of 
the contact. If the accountant actually 
sees and touches the inventory, he ob­
tains a knowledge and a feeling of the 
business that he can never obtain by 
merely looking, over the records. Also, 
going through the plant he gets an im­
pression as to the efficiency with which 
it is operating, the way the machinery 
is laid out, and the way the materials 
are handled; likewise, by inquiry he 
finds how the movement of the raw ma­
terials, the work in process, and the 
finished goods are controlled. He also 
obtains an impression as to the compe­
tence of the men in the various depart­
ments whose job it is to handle stock 
and keep track of the stock. He can 
make a visual survey of the inventory. 
He can note large quantities of any one 
item or groups of items; oftentimes he 
will see items that appear to be old and 
possibly obsolete, and in going around 
he has the opportunity of asking ques­
tions of the men who are physically 
handling the stock. Frequently they 
will volunteer information that a par­
ticular lot over in the corner has been 
there three or four years without mov­
ing. The accountant thus gets some 
first-hand information which will make 
much more effective his testing of the 
inventory records.
In making the auditor’s tests of 
physical inventories, it is not necessary 
to count all the items, any more than it 
is necessary to check every posting or 
footing in the books. Test opening of 
barrels or boxes, test samplings of ma­
terials by employees of the client under 
the supervision of the accountant is all 
that is necessary or desirable to do in 
the average case. In addition to such 
testing of the physical items, the use of 
records which most well run companies 
keep, such as those of production and 
costs, is a great help in satisfying the 
skilled accountant that inventory quan­
tities which he has tested and inspected 
do or do not confirm the records which 
he has checked.
He also should investigate in the 
plant the effectiveness of the control 
through the continuous inventory rec­
ords, if there is a continuous inventory, 
and inquire as to differences that have 
been found as the physical stocks have 
been checked with the records — how 
many counts are made as a matter of reg­
ular procedure and the accuracy of those 
counts. He will, of course, have some 
counts made by his own people to test 
the representations of the stock men as 
to the accuracy of their work, so that 
he will get a first-hand impression as to 
the effectiveness of the control and of 
the records.
If the tests that he makes, which 
need not be very extensive in a well run 
plant, indicate that the records are ac­
curate and well kept, and he is satisfied 
that they do indicate the facts, he need 
make very few tests. If, on the other 
hand, the tests that he does make indi­
cate lack of accuracy, then he must 
greatly extend his testing. In the case of 
the average company, the test of the 
inventory can be made during the year 
and it should not be necessary to wait 
and make all tests at the end of the 
fiscal year. This is a very important 
practical matter, as so many clients 
close their books on December 31st that 
it would be physically impossible for 
accounting firms to make the necessary 
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tests of inventory quantities for all 
calendar-year clients on one particular 
day or within one particular week. 
Therefore, in planning inventory tests, 
we must all arrange in advance to 
make between now and December 31st 
such tests as can be made to satisfy 
ourselves as to the substantial accuracy 
of the record keeping of the calendar- 
year clients.
In my opinion, the time spent in 
making tests in the plant is worth a 
great deal more in substantiation of in­
ventory than the same amount of time 
spent merely in the office. If there is any 
gross carelessness or dishonesty, it is 
much more likely to be discovered by 
suitable investigation in the plant. If 
one or two men at the head of the busi­
ness are dishonest, they can falsify the 
inventory totals, as shown on the in­
ventory sheets by a very few changes 
made in the office, but it is practically 
impossible for them to falsify all the 
records out in the plant, and no man 
would dare to take into his confidence 
in a conspiracy all of the various people 
handling stocks in the plant. So I rec­
ommend that, if we have a certain 
amount of time to spend on inventory 
verification, we spend a substantial 
part of it in the plant and a lesser part 
in the office.
I can perhaps illustrate this by two 
cases. The first was a company operating 
chain stores. Each store was required to 
send in at the end of the fiscal year a 
complete inventory which had been 
checked at the store, and it was com­
pletely rechecked at the main office. 
The previous practice of the independ­
ent accountants was to make a very 
detailed check of these sheets in the 
main office. That meant a number of 
men spending a number of days in 
checking sheets which had already been 
doubly checked. In my opinion, the 
same amount of time put into visits to 
certain of those chain stores and actual 
inspections of stock and talks with the 
management and employees in those 
stores would have given the accountant a 
much clearer picture of the real value of 
that inventory and would have been 
much more likely to turn up any slow- 
moving stock, if there were any. I am not 
advocating the omission of studies of the 
results of individual stores and their 
records of gross profit by departments 
and in total, but have referred to the 
checking of the inventory sheets them­
selves.
In the second case, in a large manu­
facturing concern with a number of 
plants, we found that the practice had 
been for each plant to take a complete 
inventory, sending it to the main office. 
At the main office the items on the in­
ventory sheets were rechecked as to 
prices and extensions, and the inde­
pendent accountant’s staff spent a lot 
of time in checking these sheets. Here 
again, if half as much time had been 
spent by the accountant’s staff in visit­
ing certain plants, asking questions of 
the men who kept the stocks, finding 
out about the local conditions and opera­
tions, and satisfying themselves as to 
the substantial accuracy of the records 
in the plants, I believe the accountants 
would have had a much clearer and 
truer opinion as to the value of the 
final total inventory. -
In general, we must apply judgment 
and common sense to a combination of 
physical tests and checking of records 
that will satisfy us as to the existence 
of the quantity and the quality of the 
inventory in each case. One of the most 
important matters to keep in mind is 
the necessary control of inventory 
quantities between the time of inven­
tory taking and the time when the final 
total inventory expressed in dollars and 
cents is produced for the final state­
ment. While errors in the basis of 
prices or computation may result in 
important differences in the final in­
ventory total, if any attempt is made to 
change the inventory total, it is most 
likely to be accomplished by increasing 
the actual quantity on hand when the 
66
Confirmation of Inventories
report is made of physical quantity in 
the final inventory.
Accordingly, the accountant, when 
testing at the time of inventory taking 
or as drawn from perpetual inventory 
records confirmed by suitable physical 
tests, should keep control of such quan­
tities through obtaining duplicate tick­
ets, duplicate sheets, or otherwise, so 
that he may be satisfied that the final 
inventory total does not contain quan­
tities substantially different from those 
taken or drawn from perpetual stock 
records as at the end of the fiscal period. 
This control of quantities during the 
period between the taking of inventory 
and production by the client of the final 
total may be considered as equivalent 
to control that auditors usually take 
over securities, cash, and other negotia­
ble items by sealing up those items that 
cannot be completely verified at one time 
and keeping all such items under seal 
until the total has been verified, in order 
to prevent substitution or change. The 
control over inventory is not a control 
of the physical items, but a control of 
the records of the physical items on 
hand at the time of inventory so that 
the auditor can satisfy himself that 
those items and no more and no less 
are included in the final inventory.
It seems to me there may be a great 
distinction between the independent 
accountant’s making physical tests and 
his observing the making of physical 
tests. The accountant usually does not 
take the inventory, but it is very impor­
tant, if we are to carry out the spirit of 
the report of May 9, 1939, that the ob­
servations must be equivalent to the 
making of tests. The independent ac­
countant must see that the tests are 
being made by officers or employees of 
the company and must be satisfied that 
they are the kind and quantity of tests 
which will indicate the reasonable ac­
curacy of the original taking of the in­
ventory. If the independent accountant 
is merely present and walks around the 
plant and looks wise, what he is doing 
gives very little added protection either 
to himself or to the reader of the finan­
cial statements. If any accountant so 
interprets the wording of the report of 
May 9, 1939, he is endangering both 
himself and the whole profession, and in 
my opinion it will be only a question of 
time before there will be another case 
for which accountants will be severely 
criticized.
Possibly the foregoing discussion may 
be made more specific by giving a sum­
mary of three cases where physical in­
ventories were tested.
One of the first engagements Clinton 
H. Scovell had after he founded our 
firm was the audit of a leather company 
which operated two tanneries. As more 
than one-half of the total current assets 
were represented by inventories of 
hides, raw and in process, and finished 
leather, it seemed to him, from his 
background of several years of business 
experience before entering the profes­
sional work, an obvious part of an audit 
to satisfy himself as to the existence 
and value of this important current 
asset. Accordingly he arranged to have 
staff men present at each tannery at 
the time of inventory taking who made 
test checks of the lots of raw hides and 
similar checks of the lots of hides in 
process and of finished leather. Suitable 
checks were also made of finished leather 
at the storehouse.
In the tanks where the tanners sus­
pend the hides, just below the top of 
the tanning liquor, the men examined 
row after row to see roughly how many 
hides were in each tank. In the case of 
hides in piles, the men did not count 
every pile, but made some complete 
counts and eye tests of other piles to 
see that the count previously made and 
recorded appeared to be correct. Sim­
ilar test counts and comparisons were 
made of the piles of finished leather. 
The men were not experts in finished 
leather or in tanning but, by a combina­
tion of inspection of physical stocks and 
testing of the stock records of hides 
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received and the production records, 
together with the stock records kept 
for finished stock, and by asking suita­
ble questions of various employees in 
charge of physical stocks and those in 
charge of records, they were finally satis­
fied as to the substantial accuracy of 
the inventory quantities. By addition of 
the usual tests of the basis for pricing 
and calculations, they were satisfied as to 
the substantial accuracy of the total 
inventory figure included in the finan­
cial statement. The fact that such 
checks of inventory quantities had 
been made was mentioned in the audit 
report for the engagement. This work 
was done in 1910, a good many years 
ago.
The second and third cases are recent, 
within the past year. In the case of one 
good-sized manufacturing concern with 
several plants, we included at the re­
quest of the directors the following 
statement in our report:
“The physical inventory was taken 
as at December 31, 1938, by employees 
of the company who prepared duplicate 
prenumbered tickets for the various 
items in the inventory, retaining the 
duplicate and leaving the original with 
the item inventoried. After the inven­
tory count was completed, we accom­
panied certain executives through the 
plants, picking up the originals of the 
tickets, and by various tests satisfied 
ourselves that the quantities as shown 
by the tickets were correct. We retained 
control of the tickets picked up and, 
upon accounting for all numbers and 
determining that the inventory had 
been properly taken, we traced indi­
vidual items or totals to the inventory 
summaries prepared from the duplicate 
tickets. We checked the compilation 
of the inventory tickets and made sub­
stantial tests of the inventories at the 
fabricating divisions as to metal and 
product classifications.”
The foregoing is merely a brief sum­
mary. In this case the treasurer’s in­
structions to employees regarding the 
taking of the inventory covered some 
forty pages, and our own instructions to 
our staff for this engagement covered 
six pages, supplementing the treasurer’s 
instructions.
In the case of another company 
where the test was much more exten­
sive, the physical inventory of all of 
the large items of supplies (excluding 
the small items of miscellaneous sup­
plies which are taken from the per­
petual records), materials, work in 
process, finished goods, and finished 
goods in the warehouse sections subject 
to the main-office control are all listed 
in triplicate by the client’s own em­
ployees. As soon as a division or room 
is ready, one of our men and one of the 
client’s men go through and make a 
fairly complete record or check of the 
items listed, and as they go they make 
a very comprehensive eye test of quan­
tities in addition to actually stopping 
and counting as many as 20 per cent 
to 33 1/3 per cent of the items involved. 
When a room or division is completed, 
the client’s employees keep two of the 
sheets and our own representative keeps 
one carbon copy as our control sheet. 
When all of the physical quantities 
are verified, we leave the mill with a 
carbon copy of every sheet comprising 
all of the quantities in the inventory 
in our possession. These sheets remain 
in our possession until we return to 
check out the summarization, pricing, 
extensions, and footings for the valua­
tion totals.
Incidental tests of conversion figures, 
as for example, when yarn on loom 
spools is listed by the quantity of spools 
and the size, but without giving the 
weight, are made right in the depart­
ment by actually weighing some of the 
spools and deducting the tare weight 
of the spool itself to determine the yarn 
content for a check against standard 
conversion lists that are supplied us.
When our men return to the job to 
check the summarization, we check 
from the carbon copies, which we have 
retained, to their summarization sheets. 
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This prevents any alterations or changes 
in quantities from those we saw while 
making the quantity verification. As 
soon as we check out the original car­
bon-copy quantity sheets to their sub­
summaries or conversion sheets, we 
have no further use for the original 
carbon-copy sheets. We either check 
through the quantity totals to the final 
summary sheets which we make up 
for the entire inventory summary, or 
retain any subsummary sheets pre­
pared by the client in our possession 
until we are able to check through to 
the final summary sheet.
In checking the pricing methods, we 
see invoices, wage schedules, expense 
budgets, and cost sheets which build 
up each stage of the costing process 
through to the final cost of finished 
fabrics. With these records all before us 
we check the prices which they have 
used in valuing the inventory at each 
step of process through to the finished 
goods.
At both mills the client supplied us 
with a complete list of finished-fabrics 
costs which should be used in the pric­
ing of the finished-goods inventory 
values. We check each of these lists out 
with their cost records. The client uses 
a standard cost method of arriving 
at the base for valuation. It is necessary 
to convert material-content, labor­
content, and expense-content cost from 
standard to actual cost. We review the 
actual material cost, as compared with 
standard and the labor actual cost as 
compared with standard, and see that 
the conversion figures are correct which 
appear as a separate column on the 
mill-inventory summary.
We see all of the quantities, we check 
the listing of at least 80 per cent of the 
quantities. We check by eye compara­
tive tests at least 50 per cent of the 
quantities and we check by count or 
weight at least 25 per cent of the quan­
tities. We have complete control over all 
of the quantities, so that not an item 
can be changed without our knowledge. 
We make a complete check of their 
summarization of quantities to the final 
summary. We make a very extensive 
test of pricing methods, prices used, 
extensions, and footings. We make a 
complete check of their conversion from 
standard cost to actual cost.
In addition to the above, the entire 
inventory is subject to a double check 
in that the client’s employees are from 
month to month working against book 
controls in their normal cost-accounting 
procedure. As a result of this, the in­
ventory by divisions must come out 
reasonably close to those book controls, 
or an investigation is made immediately 
and before we have completed the final 
inventory summarization.
The question has been raised in many 
quarters as to the necessity for the in­
dependent accountant’s employing ex­
perts to help him in his verification or 
substantiation of inventory. We have 
had on our own staff both engineers 
and accountants, and undoubtedly the 
presence of engineers has influenced our 
auditing procedures for testing inven­
tories. The engineers, because of their 
technical training and experience in 
dealing with physical things, have some 
practical advantage in handling most 
effectively the testing of inventory 
quantities. However, in the average 
case, while a man with engineering 
training can work somewhat more 
quickly and effectively, I do not feel 
that the necessary testing of physical 
quantities is beyond the capabilities 
of the average man on the staff of a 
firm of accountants, providing he is 
given suitable training and instruction 
and works under suitable supervision.
Where it seems desirable or necessary 
for a particular engagement, engineers 
or other technical experts should be 
employed by the auditors to assist on 
those phases of verification of inventory 
which appear to be somewhat outside 
the experience of the average staff 
men, or for which such engineers or 
other experts appear to be particularly 
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well qualified. Here again, the decision 
as to whether engineers or other ex­
perts should be employed by the audi­
tors depends upon the circumstances 
of each individual case and the extent 
of the testing and checking that ap­
pears to be justified and necessary in 
the particular case so that the auditor 
may satisfy himself as to the substan­
tial accuracy of the inventory total 
included in the financial statements.
If only one independent expert or 
firm of experts is to be employed by 
the client for confirmation of invento­
ries, there is no doubt in my mind that 
it must be an accountant, rather than 
an engineer or an appraiser or any 
other who may claim special qualifica­
tions. There are so many factors other 
than quantities and condition that af­
fect the final total for inventory in the 
financial statements, and the most ef­
fective and economical verification of 
even the quantities and condition is 
such a judicious combination of testing 
of the physical stocks and the records, 
that a man without training as an 
accountant can hardly be expected to 
cover all the factors and reach a sound 
conclusion.
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When the Physical Testing Procedure May 
Not Be Practicable or Reasonable
By w. joe Nichols
U
nquestionably, long strides have 
been taken within the last sev­
eral months to bring about a 
better understanding between the pub­
lic and members of the accounting pro­
fession as to just what we are supposed 
to do and the precise amount of re­
sponsibility which we should assume in 
reporting upon the financial affairs of a 
business concern. Inventories were the 
focal point of this clarification.
The practice of public accounting as 
a profession has been greatly developed 
within the last fifty-odd years. It ap­
pears that as regards the auditing of 
inventories and statements of their val­
ues by professional public accountants, 
the form of technique which had been 
followed up to some time early in the 
year 1939 should perhaps be succeeded 
by a somewhat different procedure 
thereafter.
Following its adoption today, the In­
stitute’s recommendation is to the effect 
that “it should be generally recognized 
as normal procedure . . .” to make or 
observe the making of physical tests by 
count, weight, or measurement wher­
ever practicable or reasonable, and that 
the issuance of an unqualified report as 
regards inventories by a certified public 
accountant would mean that he had 
made or observed the making of some 
physical tests of quantities by count, 
weight, or measurement, unless he 
deemed the same to have been impracti­
cable or unreasonable.
No hard and fast rules may be laid 
down and followed by any profession. 
In the field of public accounting this ap­
plies to the determination of inventory 
values. Recommendations are made 
after careful consideration of the re­
quirements in general, and they are to 
be viewed as a standard or general rule, 
but of course such a rule is to be devi­
ated from when in the judgment of a 
qualified auditor a situation is encoun­
tered that would warrant other treat­
ment.
The most important thing which we 
have to bear in mind is to use our widest 
imagination as to the types of fraud, 
collusive or otherwise, that might exist, 
but to use no imagination whatsoever 
concerning the facts, and to state clearly 
just what we have done and what our 
opinion is.
The expressions of accounting experts 
and groups during recent months are 
reaffirmations of good auditing proce­
dure, and they well apply to this topic 
of what to do and say when the testing 
of physical quantities seems to be “im­
practicable or unreasonable.”
In the recent Securities and Exchange 
Commission’s examination of certified 
public accountants qualified as account­
ing experts, past practice and possible 
changes in the procedure of inventory 
examinations were considered. Refer­
ence was made to the American Insti­
tute of Accountants bulletin, Examina­
tion of Financial Statements, issued in 
January, 1936, and particularly to the 
meaning of the following words in the 
last sentence of item 3 under “Inven­
tories,” occurring on page 18 of the 
bulletin: “Make reasonable tests and 
inquiries to ascertain that quantities 
have been carefully determined and 
that quality and condition have re­
ceived due consideration.”
The testimony of the accounting ex­
perts concerning the meaning to them 
of the above words and the extent to 
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which they themselves actually physi­
cally tested inventory quantities, re­
vealed that they believed that an attempt 
should be made to physically test quan­
tities; that to do so would be an added 
precaution; that they had done so in the 
past when deemed necessary; but that 
other much more important and en­
lightening auditing steps could be taken 
to gain the feeling that the inventories 
were reasonably stated.
May it not be correctly stated that 
nowhere else in auditing does inertia 
prevail to such an extent as in inventory­
value confirmations? It is the one step 
which inherently and fundamentally 
the auditor shuns, especially if goods 
are of a somewhat technical nature. The 
auditor should not rest his case on the 
assumption of “impracticability or un­
reasonableness” of physically testing or 
sampling. To the skilled auditor the ex­
amination of accounts has become sec­
ond nature; we are comfortably at home 
there, but the feeling that the inven­
tories themselves are a mystery should 
be guarded against.
The fundamentals of auditing have 
not changed, but the degree of care 
which accountants are called upon to 
use for confirming inventory quantities 
is now unquestionably increasing be­
cause of the complexity of the industrial 
age. Relatively, “unreasonableness or 
impracticability” should be decreasing. 
Even in industrial concerns or chain 
stores some reasonable tests of inven­
tory quantities may be made. Transpor­
tation is not so costly, and experts may 
be used at nominal expense by public 
accountants if deemed necessary. Often 
the most skilled and best qualified ex­
perts are employees of the client.
The problem of quality and condition 
of goods is relative. If quality and con­
dition are of some primary importance, 
then greater care should be used in 
arriving at the conclusion that physical 
testing of quantities is impracticable or 
unreasonable. For example, quality and 
condition are not relatively so important 
in inventories such as of coal, or rock 
and gravel as they are in Portland ce­
ment, edible grains, or precious stones.
We assume the responsibility of 
reasonably testing physical quantities, 
but not of guaranteeing values. The fol­
lowing are some cases in which it is im­
practicable or unreasonable to make 
physical testings:
1. Where the amount of the inventory 
is immaterial.
2. Where the inventory of the owner is 
out of his possession or where it has 
been commingled with others and 
lost its identity, such as grains, fruit, 
livestock, petroleum, etc.
3. Merchandise in hands of consignees 
at widely separated locations.
4. Work in progress, particularly of 
heavy construction nature.
5. Goods in transit.
After all, why inventories? Business 
needs and uses them. Generally speak­
ing, business is but a gamble wherein 
the attempt is made to eliminate chance 
to the greatest possible degree. The 
services of certified public accountants 
are a step in that direction.
Much has yet to be done to bring to 
use the best that certified public ac­
countants may do in the matter of in­
ventory-quantity confirmations alone. 
Satisfactory progress is being made; 
but let us strive for a more universal 
adoption of the natural business year; 
the unqualified appointment of skilled 
auditors to act independently but defi­
nitely in cooperation with managements; 
no misunderstanding that auditors are 
guarantors of values; the clear, concise 
presentation of the auditor’s report or 
certificate and his opinion; cooperation 
and trust between members of the pro­
fession; and last, but not least, the 
lending of a hand to assist the novices in 
the profession to gain practical experi­
ence and to fill the ever-increasing need 
for their specialized and skilled services.
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Acceptance by Congress of the “Last-in, First- 
out” Method for Valuing Inventories
BY MAURICE E. PELOUBET
T
he principal significance of the 
acceptance by Congress in the 
1939 revenue act of the last-in, 
first-out method as a recognized basis 
for the valuation of inventories is in the 
field of economics, rather than in that 
of accounting or taxation. The history 
of the growth of interest in this and 
similar inventory methods and of their 
extension in the various industries to 
which they are suited shows that for 
the most part the pioneers were busi­
nessmen, economists, and students of 
general finance, rather than account­
ants or tax practitioners. While methods 
similar to last-in, first-out were recog­
nized for tax purposes in Great Britain 
before the turn of the century, it was in 
use by some enterprises in this country 
before a federal tax on the income of 
corporations was in effect and it was 
adopted by other corporations when 
there was little expectation or even 
hope that it would be recognized for 
tax purposes.
From the first levy of federal income 
taxes under the 16th amendment to 
1929, the position of methods similar to 
last-in, first-out was uncertain. The 
Treasury Department was opposed to 
them, but there were no authoritative 
decisions to uphold the Treasury’s re­
fusal to allow their use. In 1929, how­
ever, the unfortunate Kansas City 
Structural Steel Company case was 
decided against the taxpayer in the 
Supreme Court. That case did not 
illustrate in the best or clearest manner 
the principles of either the base-stock 
or the last-in, first-out method, and 
this being so, a sound and convincing 
presentation could hardly be hoped 
for. The broad economic aspects of the 
situation were disregarded by counsel 
for the company, and it was not there­
fore strange that these escaped the 
ttention of Justice Brandeis, who 
rendered a decision the effects of which 
were of an importance out of all propor­
tion to the apparent issues in the case. 
The result of the decision was, of 
course, to make it completely impossi­
ble to prepare tax returns on the base- 
stock method, and it also gave the 
Treasury Department ground for refus­
ing to consider the last-in, first-out 
method. The Department claimed that 
this method was so similar to the 
base-stock method that its use was 
precluded under the Kansas City 
Structural Steel decision.
In spite of the stalemate in taxation, 
interest in the method and the growth 
of its use continued. Taxpayers were 
aware that they could not use the 
method for tax purposes, but they nev­
ertheless wished to present accounts to 
their stockholders and to others en­
titled to receive them on as nearly a 
correct basis as possible even though 
their taxable income could not be so 
calculated.
Certain industries found that the 
use of some method of applying current 
costs to current sales, which is the 
principal purpose of last-in, first-out, 
was essential to successful operations. 
A result to some extent made up of 
operating profits and perhaps to a 
greater extent of apparent but un­
realized inventory profits could not 
form a sound basis for executive action. 
Even where the formal financial books 
were kept on a first-in, first-out basis, 
subsidiary records showing current 
or replacement cost applied to sales 
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were kept and it was on the results 
of these subsidiary records that execu­
tive decisions were based. Many eco­
nomists and statisticians were of the 
opinion that one of the principal 
contributing factors to the excesses 
both of booms and depressions was 
the registering of apparent profits or 
losses caused by the writing up or 
writing down of large permanently 
held inventories of raw materials, which 
is the inevitable result of the applica­
tion of first-in, first-out to industries 
processing basic commodities where 
the length of processing necessitates 
comparatively slow inventory turn­
over. The reasoning behind this as­
sumption is substantially that, when 
the proprietor or manager of an enter­
prise is presented with figures which 
show a substantial profit, two thoughts 
generally come to his mind: first, that a 
distribution or dividend could properly 
be made to stockholders and, second, 
that if the business is doing so well in 
its present plant, it could do better with 
a larger plant. These are both per­
fectly natural things for an executive to 
think, and the actions which follow, 
provided the profits which he thinks 
are distributable and which he thinks 
have been earned are, in fact, realized, 
would be profitable for the company 
and would benefit, to some extent, the 
whole economic structure. However, if, 
for instance, an enterprise showed 
$100,000 profit on the first-in, first-out 
basis on an investment of $1,000,000, 
but half of the profit was a mere in­
ventory markup, the natural actions of 
the manager of the enterprise might be 
very damaging. He would think that 
he could pay a dividend of $100,000 
and he would also think that his plant 
was earning 10% on its cost. If he dis­
tributed the $100,000 to the stock­
holders, he could only do this by bor­
rowing or depleting a current asset 
other than inventory. His plant is, in 
fact, earning 5% for him, and he might 
either borrow money at a higher rate 
on the assumption that he is earning 
10% or he might issue additional stock 
which would be sold on the basis of a 
10% earning. The results of such a 
condition would be apparent when ma­
terial prices went down. The inventory 
would be reduced, but the bank loan 
which was made to pay the dividend 
would not be repaid or the depletion of 
the other current assets would not be 
made good. The company would be left 
with a plant which was earning either 
less than the money borrowed for its 
construction or less than the dividend 
on which the sale of the stock was 
based. The first condition would even­
tually mean bankruptcy for the cor­
poration or a substantial loss to the 
stockholders. The second condition 
would not be so bad for the corpora­
tion, but would cause heavy losses to 
those who bought stock on a 10% basis. 
In either case, unprofitable and pre­
sumably unnecessary plant expansion 
would have been incurred and capital 
and credit inflation would have been 
brought about. An instance of this 
sort multiplied a thousand or one 
hundred thousand times would be 
enough to create a first-class boom or 
depression.
This is a simple example, but a num­
ber of eminent economists have taken 
the position that fictitious inventory 
profits were an important contributing 
factor to the 1928 boom and subsequent 
depression. Dr. Simon Kuznets who 
has made one of the most careful and 
exhaustive studies of this question 
summarizes the results in his Studies 
of Income and Wealth:
“The distorting influence of business­
accounting practices on any measure of 
business savings, and hence of national 
income produced, is considerable, and 
the need for adjusted figures taken from 
business accounts must be clearly rec­
ognized. Of the various sources of 
distortion, the changing valuation of 
inventory appears, for recent years, to 
have had the largest quantitative
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effect on business savings and national 
income produced. . . .
1929 Loss................. $ 712,000,000
1930 " ................. 4,331,000,000
1931 “ ................. 3,308,000,000
1932 “ ................. 1,520,000,000
1933 Profit............... 2,440,000,000
1934 “ ............... 2,130,000,000
1935 " ............... 785,000,000"
It should be clear that the use of 
last-in, first-out for tax purposes has 
not been advocated as a mere tax-sav­
ing device or as a method of protecting 
or subsidizing particular industries. It 
has not even been advocated primarily 
as the recognition of a sound accounting 
principle. The real basis for requesting 
the right to use this method is that it 
represents the closest approximation to 
actual economic and operating facts in 
the industries to which the method is 
adapted. Fortunately, if the method 
should be used for an industry to which 
it is not adapted, the difference in re­
sults between last-in, first-out and 
other inventory methods will be negli­
gible.
The proponents of last-in, first-out 
have always taken the position that it 
is the incidence rather than the amount 
of tax with which they are concerned. 
No accounting method will cause any 
material alteration in total income over 
a period of years which covers a com­
plete price cycle. Similarly no account­
ing method will prevent speculative 
profits or losses. What the last-in, first­
out method does, in essence, is to show 
profits as realized rather than as indi­
cated by marking up and marking 
down quantities of inventories per­
manently carried.
The significance of the recognition of 
last-in, first-out method is not so much 
what it accomplishes as what it avoids. 
It avoids showing what Arundel Cotter, 
who has written widely on this sub­
ject, appropriately calls "fool’s profits" 
somewhat on the same analogy as iron 
pyrites is called "fool’s gold." "Fool’s 
profits" have the glittering appearance
of real profits in the same way as the 
pyrites has the glitter of gold. Neither, 
of course, is what it purports to be, and 
the unfortunate investor who pur­
chased a mine on the strength of the 
"fool’s gold" would be in much the 
same position as the unfortunate stock­
holder who purchased stock on the 
basis of “fool’s profits."
The recognition by the United States 
Treasury Department, after what any­
one must agree has been a long, careful, 
and critical examination of the pro­
posals made to it, must strengthen the 
position of the advocates of those 
inventory methods which show as 
nearly as may be only such profits as 
are actually realized. However, the 
obvious conclusion to be drawn from 
the failure to show unrealized profits, 
that is, that rightly or wrongly the 
revenue must suffer a loss, is not true. 
If unrealized profits are shown, then at 
some other time unrealized losses to an 
equal amount must be deducted from 
income. At that time under last-in, 
first-out the taxpayer would, of course, 
show a larger taxable income than 
under first-in, first-out. The principal 
point, however, is that the taxpayer is 
not called on to pay taxes until profits 
have been realized. Obviously, if ap­
parent profits under first-in, first-out 
never are realized, the tax will never be 
paid, but no one in the Treasury De­
partment or out of it would wish the 
taxpayer to pay on profits which can 
not ultimately be reduced to cash.
The language of section 219 of the 
revenue act of 1939 which permits the 
use of last-in, first-out is clear and 
seems to be sufficiently general and in­
clusive so that no taxpayer who should 
use the method will be debarred. Some 
phases of detailed administration will 
need to be covered in the regulations, 
while others will have to be decided for 
individual taxpayers. No method has 
yet been provided for making applica­
tion except that the obviously inap­
plicable ninety-day rule is abrogated in
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this case. There seems to be no doubt, 
however, that the Department will 
make some fair and convenient pro­
vision for making application.
The language of the statute and 
more particularly of the committee 
report of the Honorable Pat Harrison 
on the revenue act of 1939 indicates 
that the intent of Congress is to adhere 
closely to certain general principles and 
procedures, but to allow such varia­
tions as operating conditions and trade 
practices dictate in specific industries. 
An approach of this kind is thoroughly 
consistent with the past practice of the 
Bureau of Internal Revenue.
Among all the various industries 
using first-in, first-out on the basis of 
the lower of cost or market, it is un­
doubtedly true that all of them value 
their inventories at some cost and, if 
that cost is higher than some market 
figure, the market figure is used. How­
ever, there are many methods of cal­
culating cost and as long as these are 
consistent from year to year and in 
reasonable agreement with accounting 
principles and trade practices, the De­
partment does not require or even 
suggest any strict or rigid uniformity 
as between industries or even between 
taxpayers. A difference in the method 
of overhead distribution may have a 
substantial effect on inventories, but 
if the method is consistently applied 
from year to year, the accounts will be 
substantially correct. If standard costs 
are used, the various methods of de­
termining and disposing of variance 
between standard and actual will have 
a marked effect on income and inven­
tories, but as long as these items are 
handled in the same way from year to 
year, a correct and consistent income 
account will be produced.
There is a considerable twilight zone 
or no man’s land between those items 
of expense and overhead which defi­
nitely must be included in inventory 
cost and those which must definitely be 
excluded. As long as the same items are 
treated the same way from year to 
year, results will be substantially cor­
rect. In the administration of section 
219, similar problems will arise. A 
combination of regulations, which state 
clearly the general principles and pro­
cedures for the application of last-in, 
first-out, and a reasonable flexibility in 
administration should make the method 
workable and should bring about the 
results which it was the intention of 
Congress to produce when section 219 
was passed, that is, to include in taxable 
income for taxpayers with large in­
ventories of identical or similar goods, 
long processing periods, and slow turn­
overs only such profits as were actually 
realized up to the close of the account­
ing period for which the tax was calcu­
lated. A method which brings about 
such a result should have the effect of 
applying current costs to current sales 
and should, as a necessary consequence 
of this, ensure that as much of the 
original investment in identical or 
similar goods as was on hand at the 
beginning of the period and is on hand 
at the end of the period is valued on the 
basis in effect at the beginning of the 
period and that goods acquired during 
the period are valued at the prices at 
which they are acquired.
An inventory method which meets 
these tests, regardless of the details 
of its application, should be considered 
as a method permitted under section 
219. The industries which should use 
the method permitted under section 
219, while not large in number, are 
sufficiently varied to make any one 
method of determining the additions 
to an inventory during the year or of 
determining the equivalence of an in­
vestment at the beginning and end of 
the year impossible of application to all 
such industries. For example, the de­
tails of calculating income under last-in, 
first-out for a brass mill must neces­
sarily be different from those in a 
tannery and both of these must be dif­
ferent from those employed in a cotton
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or wool mill or a smelter. However, the 
general procedure and general princi­
ples are the same. In some of these 
cases the material in the closing in­
ventory is indistinguishable from the 
beginning inventory, while in others it 
is equivalent but not exactly similar. 
These situations are not unknown or 
new and methods have been developed 
in the various industries for applying 
last-in, first-out fitted to particular 
physical conditions and processes.
As these methods have been for the 
most part worked out for operating 
reasons only and were in effect at times 
when it was not anticipated that the 
method would be recognized for tax 
purposes, it seems fair to assume that a 
general trade practice having as its 
purpose the application of last-in, 
first-out principles would form a proper 
basis for the calculation of taxable 
income.
Section 219 was included in the 
revenue act only after the Treasury 
Department had given the subject its 
most careful attention over a long 
period. The general nature and broad 
scope of the provisions indicate that 
the Department wishes to make this 
section applicable to all taxpayers who 
should come under its provisions.
The federal tax committee of the 
American Institute of Accountants 
recommended in its report of last year 
that the last-in, first-out method be 
permitted. There is no doubt that the 
recommendations of the Institute com­
mittee were given great weight by the 
Treasury Department, and I have no 
doubt that the committee is equally 
ready to assist in formulating regula­
tions. I feel sure I can speak for the 
profession in general when I say that 
any accountant who is particularly 
concerned with the use and application 
of this method will be glad to place his 
services and experience at the disposal 
of the Department when they are 
wrestling with the difficult but not 
impossible task of preparing regulations 
under section 219. I am sure that 
everyone in this group shares my feeling 
that the Department, having gone so 
far and done so well with section 219, 
will do an equally satisfactory job and 
will both protect the revenue and be 
fair to the taxpayer in the regulations 
which will presumably be issued in the 
near future.
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to Different Types of Industry
BY CARMAN G. BLOUGH
S
ection 219 of the revenue act of 
1939 places squarely upon the 
taxpayer the determination as to 
whether the last-in, first-out method of 
inventory shall be followed for tax pur­
poses. The only condition of importance 
which it imposes is that the same 
method shall be followed in determining 
inventories for the purpose of ascer­
taining "income, profit, or loss, for 
credit purposes, or for the purpose of 
reports to shareholders, partners, or 
other proprietors or to beneficiaries.” 
Everyone who has given any con­
sideration to the question of costing 
inventories recognizes that there are 
certain types of businesses to which the 
last-in, first-out method of figuring 
costs is not at all appropriate. Why 
then should the bars have been let 
down completely when it is well known 
that the Treasury Department has 
been opposed to this method in the past 
and, as late as in the 1938 act, Congress 
restricted the use of the method to a 
very few types of businesses and to very 
special types of goods? There may be 
several answers to that question, but 
probably the most important to us is 
that Congress and the Treasury De­
partment apparently believe that busi­
nessmen and their accounting advisors 
may be trusted not to adopt an un­
reasonable or inappropriate method of 
accounting for general corporate ac­
counting purposes, even though they 
might find some tax advantage in so 
doing.
The three members of this Institute 
who acted as advisors to the Treasury 
Department in the preparation of this 
section felt that there was no need to 
surround the adoption of the method 
with a mass of legal restrictions upon 
the conditions under which it could be 
undertaken. They believed that each 
case could and should be left to those 
most familiar with the facts who, upon 
the basis of a careful study, should 
decide whether the method is reasonable 
and appropriate in the light of the 
specific facts. If that was a fair position 
for these treasury advisors to take, it 
is incumbent upon every member of 
this organization to scrutinize carefully 
any proposal for the adoption of the 
newly permitted method. Sound ac­
counting principles must not be prosti­
tuted for the sake of tax savings, and to 
assure sound accounting decisions care­
ful thought must be given to the prin­
ciples that govern the adoption of the 
last-in, first-out method. The criteria 
which control such a determination, 
while too general and perhaps too ab­
stract to be stated in a statute, are 
nevertheless sufficiently concrete to be 
stated for the consideration of the 
accountant and the management in 
any particular case and afford some 
reasonable guides to action. In attempt­
ing to state such guiding factors, it is 
recognized that there are plenty of well 
informed persons who firmly believe 
the last-in, first-out method has no 
place under any circumstances, while 
others equally well informed believe 
these criteria to be entirely too narrow 
in their limitations.
As a premise to the adoption of the 
last-in, first-out method of determining 
cost, it should be understood that in­
ventories should still be valued at cost 
or market, whichever is lower, for 
general accounting purposes. It seems 
clear from the wording of the section, 
as well as the report of the Senate fi­
nance committee, that this is permitted 
even though cost alone must be used 
for tax purposes. This adjustment to 
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market, when lower than cost, is im­
portant under the last-in, first-out 
method of costing because during a 
period of rising prices it is customary 
for sales volume to increase and, as a 
result, for inventories to increase in 
quantity to provide for the increased 
sales requirements. Accordingly, after 
deflation sets in, the inventory stock is 
allowed to shrink to an amount appro­
priate for the reduced sales. To the 
extent that excess inventories above 
the base requirements have been al­
lowed to build up in this way, there 
is a definite loss due to market decline 
which should be recognized immedi­
ately. This is taken care of by an 
adjustment to market on such excess 
quantities. If the method is started in 
the trough of depression (as many of its 
advocates say it should be) or if it has 
gone through a depression period, the 
basic minimum of inventory will be 
carried at the previous low value, and 
consequently no loss will have to be 
taken on that part when the market 
goes down, so long as it does not go 
below the previous low.
A reason often advanced in support 
of the last-in, first-out method is that 
it levels out the profits and losses, 
thereby taking the peaks out of the 
business cycle. This argument seems 
to have no validity from an accounting 
standpoint. If the company has peaks 
and valleys in fact, they should be 
reflected in the accounts.
The principal justifications for the 
last-in, first-out method of costing 
inventories seems to be as follows:
(a) When any other method of cost­
ing sales is used in a period of rising 
prices there is a profit tied up in the 
inventories which, from a practical 
standpoint, is unrealized and can be 
realized only by the sale of the goods 
on the high price level. In any business 
requiring substantial stocks of goods 
at all times, any such “unrealized” 
profits in the inventories will never be 
realized unless the company liquidates 
at the time of high prices. Recognition 
of profit through increased price levels 
of basic inventory requirements has 
much the same effect as recognizing an 
appreciation in their value. If this un­
realized profit is recognized by the 
method of inventory, the commensurate 
loss, though merely the offset of the 
unrealized profit, will have to be recog­
nized in the downward phase of the 
cycle. Where inventories constitute 
an important part of the total assets 
or are large in relation to sales, these 
unrealized items resulting from price 
cycles may be responsible for the bulk 
of the profit in times of rising prices, 
and for much of the loss in the deflation 
period.
(b) Experience has shown that where 
profits due to increased inventory prices 
are recognized in the accounts, unsound 
financial policies (including the pay­
ment of excessive dividends) are en­
couraged, undue expansion is likely to 
take place, and investors are likely to 
overvalue the company’s securities.
(c) The last-in, first-out method is a 
workable procedure that tends to relate 
to the sales of a given period the costs 
which are causative of the selling prices. 
Thus, if copper is selling at 10 cents, 
copper wire will sell on the basis of 10- 
cent copper irrespective of whether the 
manufacturer paid 12 cents or 7 cents 
for his copper. By treating the costs of 
the last purchases as the costs of the 
sales, the cost price which influenced 
the selling price or was influenced by it 
is related in the accounts to the sales to 
which it was related in fact and in the 
minds of the management. Operating 
men usually relate sales prices to the 
replacement costs of the raw materials 
used which may account for some of the 
objections of such persons to general 
accounting procedures. Last-in, first- 
out may thus be more realistic in re­
flecting business performance under 
certain circumstances.
The foregoing appears to justify the 
last-in, first-out basis of inventory val­
uation for all businesses, but other 
factors make it undesirable or im­
practicable in a large majority of cases.
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The most important of these factors 
are as follows:
(a) Goods lacking uniformity from 
year to year are not appropriately 
inventoried on this basis, because their 
cost elements and their physical char­
acteristics do not permit of physical or 
economic substitution one for another. 
Thus, a radio of 1939 is far from being 
interchangeable with one of the same 
make of 1930. On the other hand, a 
pound of copper, a barrel of oil, or a 
pound of cotton is the same today as 
it was in 1900. One can conceive of the 
same copper ingot actually being on 
hand as a base stock for years, and 
when it is replaced it is by another ingot 
no different from it in any significant 
respect. The same could never be said 
of an automobile, for example.
(b) Goods which, because of their 
perishable nature, because of style ele­
ments, or for some other reason inher­
ent in the business, have a rapid turn­
over, do not fit into this method. By 
their very nature they do violence to a 
concept of long-time holding of basic 
stocks. For example, one can hardly 
conceive of it in the fruit or vegetable 
business. Moreover, by their rapid 
turnover the costs of such goods on a 
first-in, first-out or average-cost basis 
are sufficiently related to the causation 
of sales that they reflect very closely the 
actual operating concepts.
(c) Businesses in which changes in 
the prices of inventories are not readily 
transmitted to selling prices, that is, the 
selling prices fluctuate so long after the 
change in prices of raw materials that 
the recent purchases are not causative 
of current selling prices, and finished 
goods may be worked off without the 
price change becoming applicable to 
them, may not appropriately adopt 
the last-in, first-out method because it 
does not represent the operating or 
economic concepts of the facts in such 
a business.
(d) Businesses in which the inven­
tories constitute a small part of the 
company’s assets or are so small in 
relation to sales that material differ­
ences in their values have no significant 
effect upon income will undoubtedly 
find it undesirable to adopt the last-in, 
first-out method of pricing because the 
effect upon the company’s statements 
is not sufficiently important to justify 
the additional problems involved in 
changing to and following it.
(e) Businesses carrying inventories 
of goods in which there is an effective 
futures market usually will have no 
occasion for adopting the last-in, first­
out inventory method because by their 
hedging operations they can relate their 
actual costs directly to the sales to 
which they apply. (Of course, if a busi­
ness has a hedge market for its goods 
but cannot adapt it to its business in 
such a manner as to protect itself from 
variations in profits through inventory 
price fluctuations, it may find it desir­
able to adopt the last-in, first-out 
method.)
To justify the adoption of the last-in, 
first-out method, therefore, it seems 
that the following should be true:
(a) The goods in the inventory should 
be uniform and subject to the same 
classification year in and year out.
(b) The goods should have no style 
elements or other qualities which would 
make them short-lived.
(c) There should be a relatively large 
inventory in proportion to other assets 
and to sales.
(d) The relationship of the cost of 
the goods inventoried to the selling 
price should be such that any significant 
change in cost would have a material 
effect upon the selling price, or vice 
versa.
(e) The effect of a change in either 
the selling or the cost price upon the 
other should be relatively prompt.
From these criteria of the applicabil­
ity of the method, it will be observed 
that any such business as the ordinary 
retail store, the usual manufacturing 
business, etc., would not qualify. The 
nonferrous metal industries, the oil 
business, tanners, wheat and cotton 
users in large quantities (where not 
protected by hedge), simple fabricators 
of valuable metals, etc., are the types 
of businesses that would ordinarily 
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be qualified to use the last-in, first-out 
method.
The conservatism of the inventory, 
the conservatism of the computation of 
profit, and the relationship of the costs 
of goods to the sales which they directly 
affect, seem to justify, from an account­
ing standpoint, the use of the last-in, 
first-out method in industries meeting 
the qualifications mentioned above. It 
is understood, of course, that where 
such a change in method is made the 
facts should be clearly disclosed in the 
first subsequent report. Also, in subse­
quent reports it may be desirable, in 
some cases, to disclose the date when 
the method was adopted and the pe­
riods of computation, that is, whether 
monthly, annually, or by perpetual 
records.
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BY SAMUEL J. BROAD
W
hen Mr. Staub has dealt with 
a subject, there is not much left 
for a commentator to add. 
However, I am going to take the privi­
lege which you have granted me to 
emphasize some of his remarks. Mr. 
Staub used one statement which is 
quite significant and is worthy of careful 
consideration. “The accountant has 
always been under the obligation to 
utilize the skill presumed to result from 
his training and experience.” Just what 
does that mean in regard to inventories? 
One accountant may do a lot of work on 
textile accounts and as a result may 
know something about the quality of 
cloth; another accountant may know 
something about automobile parts. The 
fact that you work on textile accounts 
and know about cloth is accidental 
rather than a matter of training and 
experience. We cannot, as accountants, 
be expected to know except accidentally 
about qualities and grades of mer­
chandise; in some cases we may not 
even know what particular merchandise 
is. What does our training and experi­
ence qualify us, as accountants, to do 
in regard to inventories?
Mr. Staub referred to the dual sense 
in which the expression “physical tests ” 
is used in relation to inventories. He 
read from the committee’s report of 
May 9,1939, which stated, “ Corrobora­
tion of inventory quantities by physical 
tests should be accepted as normal audit 
procedure.” A little further on in the 
report the committee is more specific. 
It deals with the dual sense in which 
we have to understand this term. The 
specifications are that, in cases in which 
inventories are a material factor, wher­
ever reasonable and practicable the 
auditor shall make tests or observe the 
making of physical tests.
I think there was quite a lot of mis­
understanding of the intention of the 
earlier report on that particular ques­
tion, and the committee in its later 
report, presented at this meeting, has 
recognized that fact and has explained 
the term “physical tests” in greater 
detail. The explanation is so important 
that it is worth emphasizing.
The misunderstanding seemed to 
exist regarding the nature and extent of 
the procedures relating to inventories, 
and just what was meant by physical 
tests by count, weight, or measurement. 
Although it is stated that the certified 
public accountant is not qualified to act 
as a general appraiser or valuer, some 
have inferred that hereafter independ­
ent accountants may be assuming full 
responsibility for inventories. The in­
ference is entirely erroneous. The plain 
fact of the matter is, of course, that, as 
in the case of all other matters relating 
to the accounts, the primary responsi­
bility lies with the management of the 
concern. What the independent ac­
countant does is to make such tests as 
his judgment dictates so as to satisfy 
himself concerning the credibility of 
the representation of the management 
in respect to quantities and condition.
It was also feared that the statement 
that the independent auditor made 
tests might lead the uninitiated to think 
that he assumed a far greater degree of 
responsibility than the nature and ex­
tent of the work warranted.
These fears arose because too much 
stress has been placed by some readers 
of the report on a narrow interpretation 
of the term “physical tests.” It was the 
intention of the committee to deal with 
principles rather than with the detail of 
procedure. In comparatively few cases 
will goods be handled by the independ-
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ent auditor. He may test by attending 
at the inventory taking, by intelligently 
observing the work of other people, and 
by making suitable inquiries, thereby 
satisfying himself as to the effectiveness 
of the methods of inventory taking and 
as to the measure of reliance which 
may be placed upon the records. While 
attending inventory taking, the inde­
pendent auditor may himself, of course, 
make some test checks. The committee 
in its later report explains very clearly 
this dual nature of the test, observation, 
and inquiry on the one hand as against 
test counts of the quantities on the 
other.
I think this brings us squarely back 
to what Mr. Staub stated relative to our 
“training and experience.” When we 
make test checks of vouchers, canceled 
checks, etc., we rely to a great extent 
upon the system of internal check and 
control. It is the purpose of our work 
to see whether the system is effective, 
whether it is working, and to satisfy 
ourselves on that point by test checks. 
But our principal reliance is on the 
internal check and control; our test is 
just one means of determining whether 
that internal system is functioning.
The same applies in the case of the 
inventory. Where the inventory taking 
is adequately planned and controlled, 
the accountant observes the making of 
tests by others so that he can see first 
whether the work is adequately planned 
and controlled; he observes the nature 
of the tests made, as a follow through to 
see whether the plan is actually carried 
out, and whether proper checks are pro­
vided. Incidentally, to satisfy himself 
on these points he may himself count 
some of the quantities, just as he ex­
amines some of the vouchers. To my 
mind, he is primarily concerned with 
the methods established for taking the 
inventory, with following them through, 
and with making such observation and 
inquiries as may be necessary to satisfy 
himself that a careful inventory has 
been taken. Mr. Staub brought that 
point out, and I think it is the most 
important matter facing us today.
This is an added procedure over and 
above what has been usually done in the 
past. We have always relied on evi­
dence. The evidence must for the future 
be stronger. We must have physical 
contact with the inventory. I like the 
term “physical contact” better than 
the term “physical tests.” We see the 
people who take the inventory; we 
satisfy ourselves that it is carefully 
taken; and that strengthens the evi­
dence which supports the credibility of 
the records.
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Some Pitfalls Encountered in Making Physical 
Tests of Inventory Quantities
by George w. Sims
I’m sure that we are all aware that there are few subjects offering so much room for discussion as this one of inventories. It will be much 
easier to start discussion on this impor­
tant subject than to end it.
The problem of physical checks of 
quantities is, of course, only one of 
many related to that of inventory 
verification. It seems to me that this 
question offers accountancy practition­
ers one of our greatest tests. It is a real 
challenge to our professional ability.
We all know that there are two 
schools of thought on this subject. One 
group feels that the auditor should as­
sume fully the responsibility for the 
valuation of inventories — even to the 
point, if need be, of making, or super­
vising the making of, the actual physical 
count of the stock. The other group feels 
that the subject offers so many complex 
problems, requiring specialized tech­
nical training, that the auditor should 
be reluctant to accept too great a degree 
of responsibility by carrying his tests 
too far into the realm of appraisal work. 
As with every problem worthy of dis­
cussion, there is much to be said for both 
points of view.
The resolution recently sponsored by 
the Institute’s special committee on 
auditing procedure tends to indicate, I 
think, the extent to which most practis­
ing accountants feel the profession may 
safely go at this time. It recommends, 
where possible, greater participation on 
the part of the auditor in the physical 
count or testing of inventories. How­
ever, it emphasizes the fact that the 
auditor is not an appraiser or valuer. It 
offers recognition of both schools of 
thought, and I’m certain that it will 
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pave the way to a better general under­
standing of the actual position of the 
public accountant with respect to in­
ventory valuations.
Mr. Wellington has covered the sub­
ject of the mechanics of the procedure 
of making physical tests of inventory 
quantities in an interesting and thought­
provoking manner. In considering the 
methods outlined, however, we must 
remember that it is not always safe to 
place too much reliance on set rules 
where inventory tests are concerned.
If we are to participate more actively 
in the physical counting, measuring, or 
weighing of merchandise, we must of 
necessity guard against the possible pit­
falls to be encountered in such work. 
Whether the auditor actually counts or 
supervises the counting of all of the 
stock, or merely makes test checks, he 
must be ever mindful of the weaknesses 
inherent in all types of inventory valua­
tion work. Even where fraud is not 
involved, inaccuracies can creep in 
somewhere along the line. While it is 
possible to establish more or less defi­
nite rules for taking inventories, the 
practical problems involved in the ac­
tual count are considerable, even in 
cases of relatively small stocks. The 
adoption of general principles to specific 
situations requires good judgment and 
careful planning. What may be con­
sidered desirable tests in one instance 
may be inadequate or unnecessary in 
another.
I imagine that most of us develop, 
during the course of our practice, a sixth 
sense with respect to persons and 
situations. While these reactions, or 
“hunches,” are never entirely reliable, 
nor to be depended upon too greatly, 
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there can be no question that they have 
helped most of us uncover fraud, at one 
time or another. We are usually able to 
bring this instinctive thought process 
into use at the beginning of each en­
gagement to weigh the relative possibil­
ities for fraud or errors.
Where possible, the auditor and client 
should cooperate fully before inventory 
taking with a view to establishing the 
best methods of procedure. Naturally 
the selection of those engaged to count 
the goods is of prime importance. Pa­
tience, perseverance, and accuracy are 
necessary for a worth-while count. In­
tegrity and conscientiousness are also 
essential. It is regrettable that many 
selections of supervisors are casual, de­
pending to a great degree upon available 
workers. The cut-off date should be 
definitely agreed upon and the necessary 
steps taken to adjust the count and 
records to conform therewith.
While I feel that most of us can 
determine, by means of our ordinary 
audit tests, whether or not the inven­
tory records are substantially accurate, 
it is not easy to discover fraud. The 
further we go into this matter of inven­
tory checking, the greater the danger of 
our bogging down where fraud is in­
volved.
Inventory verification has long been 
one of the major accounting “weak 
spots.” Probably every practising ac­
countant has had the experience of en­
countering some form (new to him) of 
inventory error or fraud. In making 
counts or tests the following points 
deserve consideration:
1. It should go without saying that the 
auditor should be alert to observe 
any tendency on the part of the 
management, or others, to discour­
age or place obstacles in the way of a 
complete count or test. Obviously, 
any such efforts on the part of the 
client, or his staff, might be designed 
to cover up fraud. Likewise, any at­
tempts to dictate or restrict the 
extent of the tests should be regarded 
with suspicion.
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2. In counting or measuring boxes, bar­
rels, tins, lumber, or other standard 
products it is not always safe to as­
sume what the eye cannot see. Some­
times shortages are hidden by stack­
ing or piling merchandise in such a 
manner as to invite an erroneous 
count. Containers or packages may 
not actually hold what their labels 
describe. I’m sure most of us can 
recall some instance of these forms 
of fraud.
3. The possibility for fraud by means 
of changing the quantities or prices 
on the original inventory sheets must 
not be overlooked. It is conceivable 
that test checks alone would not 
necessarily disclose such a situation.
4. Autos, motors, etc., bearing engine 
or other identifying numbers should 
be checked by such numbers, rather 
than as units.
5. Some forms of merchandise may offer 
opportunity for fraudulent valuation 
by reason of the fact that the quality 
is inferior to that recorded. The 
count may be accurate, but the grade 
or classification purposely erroneous.
6. We are familiar with the possibility 
for fraud involved by the use of 
forged documents allegedly certify­
ing to goods stored in remote ware­
houses.
7. There have been instances where 
duplicate counts have been made of 
uncontrolled stock surreptitiously 
moved from one location to another.
8. Newly mined gold, other valuable 
minerals, and precious stones are 
difficult to check because they are 
hard to identify and classify. Valua­
tion is almost wholly dependent 
upon expert appraisal, and even 
then there is often wide difference of 
opinion.
The foregoing are only a few of the 
numerous ways in which fraud may be 
perpetrated on the unwary accountant. 
It should be noted that some might 
involve unintentional errors of count or 
pricing rather than actual fraud. Obvi­
ously, it would be impossible to enumer­
ate all of the known methods for creat­
ing fraudulent inventory valuations.
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Even were this possible, we may be 
certain that rules for test checking the 
merchandise or records could hardly be 
established in a manner which would 
cover all cases, for the reason that 
schemes, the purpose of which is to 
defraud, are as various as the mind of 
man is suggestive.
Some of the more common types of 
inventory error, usually involving over­
sight rather than fraud, follow. They 
should be kept in mind when making 
physical tests of quantities.
1. Failure to take into consideration 
goods stored in out-of-the-way spots, 
or in distant warehouses.
2. Sometimes returnable containers 
such as barrels, drums, acid carboys, 
etc., are not charged out, or shown 
on the regular books. These might 
easily be overlooked in a normal 
count.
3. Goods in transit also offer a problem 
and should be checked to see that 
they have been properly accounted 
for.
4. Consignment-out goods might be 
overlooked. Consignment-in goods 
might also be erroneously included in 
the count.
5. Sometimes no count is made of 
“loaned” goods. While this cus­
tomarily involves merchandise on 
trial before purchase, I have en­
countered several instances where 
theft actually resulted from so-called 
loans.
In giving consideration to these dis­
cussions concerning methods of physical 
tests of inventories, important as such 
procedures may be, I think we should 
bear in mind the limitations of such 
tests as an actual deterrent to fraud. 
While our discussions of methods and 
procedures are worth-while as illustra­
tions of check procedures adaptable to 
certain types of engagements, I do not 
think that there is any idea of suggest­
ing that the accountant restrict himself 
to any set rules of procedure. There is 
no intent to infer that he should do less, 
or more, than in his judgment the re­
quirements of the particular engage­
ment may be. In other words, we must 
all feel free to act as truly independent 
professional accountants. Our respon­
sibilities may be the same in any case, 
but our actions must not be restricted 
or our judgment impaired.
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Physical Testing Procedure of Inventories
BY J. GORDON HILL
A quotation from the bulletin of the
 American Institute of Account- 
ants, entitled Examination of 
Financial Statements by Independent 
Public Accountants, relates to the pres­
ent discussion and is quite interesting as 
reflecting the prevailing opinion at the 
time of its publication, namely, Janu­
ary, 1936. It was then stated, with re­
spect to inventories, that “accountants 
must rely principally for information 
as to quantities, quality, and condition 
upon the responsible officers and em­
ployees of the company.”
Subsequent to the publication of that 
bulletin, events which are familiar to us 
all have occupied the attention of the 
business world and have occasioned 
renewed concern upon the part of 
accountants as to the reliance which 
may be placed upon an accountant’s 
report in accepting the annual state­
ments of corporations at their face 
value. As a consequence of a rather 
wide and sometimes loose discussion of 
this problem, there has been general 
agreement that the accountant should 
depend less upon “information and 
explanations” and more upon physical 
evidence, particularly as to inventories.
As a rule, the test of physical evi­
dence may be applied to verify quanti­
ties, a phase of the subject which has 
already been fully dealt with. But we 
are now interested in the exceptional 
situation where such tests are somewhat 
difficult. The exact question which we 
have to consider is whether any situa­
tion may exist where the test of physical 
evidence is not feasible. At the outset, it 
must be recognized that such situations 
do exist, for it is not uncommon for a 
business to have title to, but not pos­
session of, articles included in its inven­
tories. For the purposes of this discus­
87
sion, the following classes of inventories 
may be cited as typical:
1. Consigned merchandise.
2. Goods in transit.
3. Goods in warehouses.
4. Merchandise pledged for loans or 
other obligations.
In the preparation of financial state­
ments, there can be no doubt that it is 
desirable to designate what part of the 
inventories is on hand and what part 
falls under any of the above-named 
classifications.
While it may be possible in some of 
these cases to verify inventories by in­
spection, yet obviously it is not always 
practicable. In the case of consigned 
goods, greater care is sometimes exer­
cised in the physical check of inven­
tories than if the goods were in the pos­
session of the owner, a practice which 
probably has developed from the ex­
perience of consignors with the reluc­
tance or negligence on the part of agents 
in reporting their sales. In the other 
cases cited, it must be admitted that 
the accountant is usually forced to rely 
upon written evidence alone. Goods in 
transit can be verified by reference to 
shipping documents and records of 
subsequent receipt of goods. Goods in 
warehouses should be evidenced by 
warehouse receipts, and merchandise 
pledged for loans may be confirmed by 
correspondence.
If all of the evidence in such cases 
appears adequate in support of the in­
ventories as stated, the accountant is 
reasonably justified in accepting them 
without qualification. Nevertheless, 
there can be no absolute certainty, 
aside from physical evidence, that the 
goods in question are actually in ex­
istence and are held for their reputed 
owner. Moreover, the value of the asset
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is as good as the responsibility, financial 
or otherwise, of the custodian of the 
goods. If there is any reason for doubt 
of such responsibility, or if evidence 
thereof is insufficient or unsatisfactory, 
then the accountant would certainly be 
remiss in not making further investiga­
tion and inquiry.
In addition to the element of quan­
tities, there are those of quality and 
condition, which have an important 
bearing on the value of inventories. No 
matter how difficult the problem may 
be, the accountant is vitally interested 
in preventing any material misstate­
ment of inventories on this account. It 
must be admitted that he is not usually 
qualified to pass upon the quality of 
articles inventoried. An extreme exam­
ple of this situation is an article of 
diamond jewelry of great value. If the 
genuine diamond were sequestered and 
a good imitation put in its place, the 
accountant would be helpless to detect 
the fraud, but that circumstance would 
not relieve him of responsibility for us­
ing other means at his disposal. He may 
and should see that the articles can be 
identified by tags as coming from cer­
tain stock of a recorded value, and the 
stock records are open to his investiga­
tion of their accuracy and reliability. 
Furthermore, he may and should pro­
cure a certificate from a responsible 
representative of the client as to the 
quality of the articles as well as other 
essential factors relating to inventories.
What has been said with respect to 
quality can be said with almost equal 
force as to condition, except that as to 
salability, the accountant has the addi­
tional recourse of reviewing stock or 
sales records to determine the rate of 
turnover as a general indication of con­
dition. If an article is moving at a 
satisfactory rate in the regular channels 
of trade, its condition may be accepted 
as normal. The value of this procedure 
can be illustrated in no better way than 
by reference to the so-called retail 
method of merchandise accounting.
A situation which embraces many 
phases of our problem is found in the 
case of inventories of package goods. A 
typical one is that of an inventory of 
bottled wine and liquors packed in 
cases. Here the initial step in a physical 
check would be to see that the quanti­
ties shown by case labels agree with 
those shown by the inventories. The 
accountant must also satisfy himself 
that the contents of the cases are as 
indicated by the labels, a result which 
may be accomplished by selecting for 
test a number of cases to be opened and 
their contents examined. This proce­
dure will serve as a test of the number 
of bottles embraced by the inventories 
but not the quality of their contents. 
The bottles may contain a fluid as im­
potent and relatively valueless as pure 
water. Rather than subject the account­
ant to the ordeal of making a test of 
quality in this delicate situation, would 
he not be performing his full duty by 
making such tests as would reasonably 
indicate that the seals on all the bottles 
were the same as those on the cases?
It is not intended that this discussion 
should embrace all situations which are 
applicable to the subject matter, but it 
is hoped that it will prove valuable in 
eliciting discussion by others or ques­
tions of interest to the meeting at large.
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The “Last-in, First-out” Method
BY S. S. WEBSTER, JR.
S
ince the era of high taxation that 
was ushered in by the entrance of 
this country into the first World 
War, taxpayers engaged in certain im­
portant industries, who, by the nature 
of their business are required to main­
tain large inventories, have been be­
deviled by the problem of seeking a 
method of valuation of such inventories 
that would truly reflect their net in­
come and avoid the impact of heavy 
taxation on unrealized profits. Types 
of such taxpayers are those engaged in 
the natural resource or extractive in­
dustries and in the processing or fab­
ricating of basic raw materials, in which 
the processing period is relatively long 
and the market prices of the finished 
products are subject to wide and fre­
quent price fluctuations.
During a period of steadily rising in­
come, such as was experienced by most 
of the companies engaged in such indus­
tries during and preceding our entry 
into the war, the problem, while recog­
nized as important, was not so pressing, 
as the taxes on the unrealized income 
could be met without undue hardship 
out of income realized from the prod­
ucts being currently sold at the prevail­
ing high prices. With the end of the war, 
however, and the deflation in prices 
that followed shortly thereafter, many 
such taxpayers found themselves loaded 
up with large inventories produced or 
purchased at the high wartime costs, 
which if valued on the basis of cost 
would result in their paying heavy taxes 
on unrealized and unrealizable profits. 
Although the Treasury Department 
had, in T.D. 2609, issued on December 
19,1917, laid down for the first time the 
rule that inventories might be valued 
upon the basis of (a) cost or (b) cost or 
market, whichever is lower, it is un­
doubtedly a fact that many taxpayers 
continued the practice of valuing their 
inventories on the basis of cost under 
the working rule previously in effect by 
the department.
The Treasury Department gave offi­
cial cognizance to this situation by per­
mitting taxpayers, including those en­
gaged in the special types of industries 
referred to, to value their inventories at 
the end of 1920 on the basis of cost or 
market, whichever was lower, regard­
less of their past valuation practices. 
This had the effect of mitigating the 
burden that would otherwise have been 
imposed on taxpayers with respect to 
the post-war deflation of prices, but it 
left more or less untouched the problem 
of industries subject to wide fluctuations 
in the prices of their basic products.
The record is replete with the efforts 
of taxpayers to secure the approval of 
the Treasury Department of some 
method of valuing inventories that 
would tend to equalize gains and losses 
over a period of abnormal price condi­
tions. The valuation of inventories upon 
the basis of average cost was expressly 
disapproved by the advisory tax board 
in a lengthy opinion issued in 1919. 
Likewise the “base stock” method of 
taking inventories was held not war­
ranted by the law or the regulations in 
another 1919 ruling of the advisory tax 
board. Again, an attempt by a taxpayer 
to value his inventories upon the basis 
of the average of the market prices over 
a period of five years prior to its organ­
ization was denied in a memorandum 
ruling of the tax board, also in 1919.
In article 1582 of regulations 45, 
promulgated under the revenue act of 
1918, the Treasury Department, for the 
first time so far as I have been able to 
determine, adopted the “first-in, first­
89
Papers on Auditing Procedure
out” rule when it provided that “goods 
taken in the inventory which have been 
so intermingled that they cannot be 
identified with specific invoices will be 
deemed to be the goods most recently 
purchased.” This rule, in its essential 
characteristics, has been continued in 
successive regulations to and including 
regulations 101, promulgated under the 
revenue act of 1938.
The objections to the conventional 
rule of “first-in, first-out” was aptly 
stated in an editorial in the February, 
1937, issue of The Journal of Account­
ancy entitled “ Inventories and Taxes, ” 
wherein it is pointed out that in indus­
tries producing or fabricating basic raw 
materials “in periods of rising prices 
taxable income is determined which is 
far in excess of any possible realization, 
and in periods of falling prices losses are 
shown which are magnified to an extent 
equally at variance with the facts.” 
Incidentally, it may be assumed that 
the Institute’s forceful position on this 
subject was a contributing factor in the 
enactment of the wholly new provision 
of the revenue act of 1938 permitting 
taxpayers engaged in the producing and 
processing of nonferrous metals and 
the tanners of hides and skins to adopt 
the “last-in, first-out” method of valu­
ing their inventories.
It will, no doubt, be of more than 
passing interest to note that as early as 
1919 the taxpayers who were contending 
for the acceptance of the “base-stock” 
method of inventory valuation, which 
was denied by the advisory tax board, 
suggested as an alternative method that 
the goods in the inventory be deemed to 
be the earliest rather than the latest 
purchases, or the “last-in, first-out” 
method. The board held, however, that 
inventories valued by this method 
would not as clearly reflect the income 
assignable to an accounting period as do 
inventories valued according to the then 
present regulations of “first-in, first­
out ” and cost, or cost or market, which­
ever is lower.
The period of advancing prices for 
basic raw materials and commodities of 
all kinds that accompanied the so-called 
Coolidge era of prosperity had a tend­
ency to act as a damper on the move­
ment for a change in the Treasury De­
partment’s traditional bases of inven­
tory valuations, just as did the similar 
World War period previously referred 
to herein. With the advent and deepen­
ing of the great depression which began 
in late 1929 and the rapid crumbling of 
the price structures of commodities, it 
was inevitable that this question would 
again engage the attention of account­
ants and tax experts connected with the 
natural resource industries and the 
processors of basic raw materials. Com­
panies which had shown large profits in 
their accounts and financial statements 
during the years of advancing prices as 
suddenly began to show alarming losses. 
These were due in considerable part to 
the conventional methods of inventory 
valuations then employed, which were 
considered in accordance with sound 
accounting principles, and which had 
the sanction of the Treasury Depart­
ment for tax purposes.
Taxpayers and their accountants, 
particularly those engaged in the oil in­
dustry, began to cast about for ways 
and means of correcting this situation. 
As early as December, 1924, at a group 
meeting of oil company accountants 
held in Fort Worth, Texas, the founda­
tion was laid for the subsequent ap­
pointment of the committee on uniform 
methods of oil accounting. This com­
mittee was appointed in January, 1925, 
and during its nearly fifteen years of 
existence has made important contribu­
tions toward standardization and uni­
formity in oil company accounts.
As a result of the increasing interest 
in the bases of valuation of inventories, 
revived by the downward cycle of prices, 
the committee on uniform methods of 
oil accounting of the American Petro­
leum Institute appointed a subcom­
mittee on inventory valuations to study 
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the subject. The subcommittee was en­
gaged in the consideration of this prob­
lem when in July, 1933, the president of 
our Institute appointed a special com­
mittee on inventories to collaborate 
with the subcommittee of the Petroleum 
Institute. Subsequent to the initial con­
ferences between the two committees, 
the board of directors of the American 
Petroleum Institute on November 12, 
1934, passed a resolution accepting the 
“uniform method of valuing petroleum 
inventories called the ‘last-in, first-out’ 
system,” and recommended its adop­
tion by the members of the industry for 
the calendar year 1934 or as soon there­
after as practicable.
The characteristics of the “last-in, 
first-out” method of valuing inven­
tories is well expressed in paragraphs 1 
and 4 of an explanation thereof promul­
gated by the American Petroleum In­
stitute’s committee on uniform methods 
of oil accounting, as follows:
“1. Current costs against current sales: 
Current costs of crude oil and prod­
ucts should be charged against 
current sales as long as inventory 
quantities remain approximately un­
changed, or sales are about equiva­
lent to new acquisitions (production 
and purchases).”
“4. Cost or market: In starting the 
‘last-in, first-out’ inventory plan, 
the prices should be set at a con­
servative or reasonable figure. In 
the future, inventory prices should 
not be reduced to market prices, 
when lower than the regular inven­
tory value. Where the market value 
of the inventory is less than that 
carried in the balance-sheet, such 
condition should be shown in paren­
theses or as a footnote in such 
manner that the approximate differ­
ence can be ascertained, either in 
dollars or percentage.”
As was stated by our Institute’s spe­
cial committee on inventories in its 1936 
report, rendered after collaboration 
with a similar committee of the Petro­
leum Institute, the prime purpose of the 
“last-in, first-out” principle is to bring 
about, in the determination of profits 
in financial accounts, a substantial cor­
relation between sales prices and the 
raw-material prices which have been 
directly causative of such sales prices. 
To the extent that the sales equal or 
approximate current purchases and 
production, the practical effect of the 
method is the same as the “base-stock” 
method so heartily condemned by the 
advisory tax board in its 1919 ruling, 
already adverted to herein.
Until very recent years prime empha­
sis has been placed upon the balance- 
sheet, and extraordinary efforts have 
been made by public accountants to see 
that it was stated conservatively. In our 
desire to attain conservatism in the bal­
ance-sheet, we have given tacit approval 
to the related income accounts which 
included large unrealized gains and 
losses in inventories that rendered them 
anything but conservative.
Recently increasing emphasis has 
been accorded to the income account, in 
an effort to insure that it also shall be 
stated conservatively. This means not 
only that all income and expenses per­
taining to the accounting period shall be 
included therein, but that unrealized 
gains and losses shall be excluded. 
Obviously, if in a period of rising prices 
the cost of goods sold is computed with 
inventories valued on the “first-in, 
first-out” basis, the profit will reflect 
the expectation of the management that 
inventories will be liquidated at the pre­
vailing high prices, and result in the 
inclusion therein of a species of unreal­
ized profits. Conversely, in a falling 
market, the income account will include 
unrealized losses on inventories. I do not 
believe that in industries such as the 
natural resources and extractive indus­
tries, where by the very nature of the 
business large inventories are required 
to be carried, that either result can be 
regarded as conservative, so far as the 
income account is concerned.
As a direct result of the use of the 
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“first-in, first-out” rule of inventory 
valuation previously required to be fol­
lowed by the Treasury Department, 
many taxpayers have, particularly since 
the repeal of the net loss carry-over 
provision, found themselves liable for 
the payment of heavy taxes on income 
that merely represented a recoupment 
of losses in previous years. The con­
certed efforts made by taxpayers for 
many years to secure the approval of 
the Treasury Department of the “last-in, 
first-out” or some similar method of 
inventory valuation was but the nat­
ural outcome of the unfortunate effects 
of the prevailing method.
The taxpayers’ efforts to secure ad­
ministrative approval of a change were 
not successful, the commissioner of in­
ternal revenue apparently preferring 
that legislative sanction be given to any 
change in the long-standing rule of in­
ventory valuation. A partial measure of 
success was attained when Congress, in 
the revenue act of 1938, accorded lim­
ited recognition to the “last-in, first­
out” method by permitting its use, for 
taxable years beginning after December 
31, 1938, by producers and processors of 
certain nonferrous metals and tanners 
of hides and skins. A Senate amendment 
to section 22 (c) of the act would have 
allowed all taxpayers to use this 
method, but the amendment was elimi­
nated in conference. Finally, in the 
revenue act of 1939, the views of the 
Senate prevailed and an amendment to 
section 22 (d) of the House bill was ap­
proved by the Senate finance committee 
extending the privilege of optional val­
uation of inventories according to the 
“last-in, first-out” rule to all taxpayers, 
which amendment was included in the 
bill as finally enacted.
Section 219 of the 1939 act containing 
the amendment provides that a tax­
payer, regardless of the method previ­
ously prescribed by section 22 (c) of the 
1938 act, may in inventorying goods:
(A) Inventory them at cost.
(B) Treat those remaining on hand at 
the close of the taxable year as 
being: First, those included in the 
opening inventory of the taxable 
year (in the order of acquisition) 
to the extent thereof, and second, 
those acquired in the taxable year; 
and
(C) Treat those included in the open­
ing inventory of the taxable year 
in which such method is first used 
as having been acquired at the 
same time and determine their 
cost by the average-cost method.
The method described may be used 
under the following conditions:
(A) Only in inventorying goods (re­
quired under subsection (c) to be 
inventoried) specified in an ap­
plication to use such method filed 
at such time and in such manner 
as the commissioner may prescribe; 
and
(B) Only if the taxpayer establishes to 
the satisfaction of the commis­
sioner that the taxpayer has used 
no procedure other than that 
specified in subparagraphs (B) and
(C) of paragraph (1) in inventory­
ing (to ascertain income, profit, or 
loss, for credit purposes, or for the 
purpose of reports to shareholders, 
partners, or other proprietors, or 
to beneficiaries) such goods for 
any period beginning with or dur­
ing the first taxable year for which 
the method described in paragraph 
(1) is to be used.
The change to the optional method 
must be made with the consent of the 
commissioner of internal revenue, and 
under such regulations as the act au­
thorizes him to prescribe. Paragraph 4 
of section 219 further provides that “in 
determining income for the taxable 
year preceding the taxable year for 
which such method is first used, the 
closing inventory of such preceding 
year of the goods specified in such ap­
plication shall be at cost.” This provision 
was inserted obviously to prevent 
avoidance of tax by taxpayers changing 
to the permitted method, and will in­
volve deficiencies in tax for the year
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preceding the change in cases where the 
rule of cost, or cost or market, which­
ever is lower, has been used and has 
resulted in inventories priced in the 
aggregate at less than cost.
The report of the Senate finance com­
mittee gives an explanation of the new 
provision, the salient features of which 
are expressed in the following language:
“The method is to treat the goods 
remaining on hand at the close of the 
taxable year, for the purposes of deter­
mining the cost of those sold during the 
year, as being, first, those included in 
the opening inventory of the taxable 
year in the order of acquisition of the 
goods to the extent of the goods so 
included; and second, those acquired 
in the taxable year. When this method is 
used the inventory must be taken at cost. 
The goods in the opening inventory of 
the first taxable year in which the 
method is used for tax purposes (which 
is the closing inventory of the previous 
year) must be considered to have been 
acquired at the same time, and their 
cost is to be ascertained by averaging 
their cost. Goods acquired in the tax­
able year may be treated as having 
been acquired in the order of their 
acquisition and so valued, or their cost 
may be averaged, or any other proper 
method of valuation may be used with 
respect to such goods, depending on 
whatever is the proper treatment under 
the circumstances.
“If a taxpayer elects to use the 
method, he must specify the goods with 
respect to which the method is to be 
used. The taxpayer must show that 
he, for the period the method is to be 
used for tax purposes, has used no other 
method for certain business purposes, 
such as income statements, applica­
tions for bank loans, and reports to 
shareholders. But if, for these purposes, 
the taxpayer values such goods at market 
rather than cost he is still able to use the 
method for tax purposes." [Underscoring 
by the author.]
It is a well known fact that many 
large integrated companies in the oil in­
dustry have adopted, and for some years 
have been using, the “last-in, first-out”
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rule in valuing their inventories of crude 
oil and products. In such cases, inas­
much as the method had not been ap­
proved by the commissioner of internal 
revenue in his various regulations, ad­
justments have been required to place 
the inventory on the basis used for tax 
purposes prior to the change. In a large 
inventory it is probable that the ad­
justments have entailed a great amount 
of detail work on the part of the ac­
counting and tax departments of the 
companies using the “last-in, first-out” 
method in their books. The companies 
probably feel, however, that the ad­
vantages of using the method outweigh 
the added costs of making the necessary 
tax adjustments.
A factor which may influence some 
taxpayers in their decision as to whether 
to change their basis of inventory val­
uation to the “last-in, first-out” method 
is the enactment, in the revenue act of 
1939, of a new section, 122, amending 
section 23 of the internal revenue code, 
providing that a net operating loss sus­
tained in a taxable year beginning after 
January 1, 1939, may be carried over 
and deducted from the net income of 
the two succeeding years. This provi­
sion will have somewhat the same effect 
as the adoption of the “last-in, first­
out” rule.
Although the drive for legislative ap­
proval of the new method of inventory 
valuation may have been motivated 
largely by considerations of taxation, I 
believe its chief significance lies more in 
the field of economics than in that of 
either accounting or taxation. In pe­
riods of rising prices and expanding 
income accounts, executives are apt to 
overlook the fact that the increasing 
profit is largely the result of unrealized, 
and perhaps unrealizable, profits in 
inventories and thus be influenced in 
the adoption of plant expansion pro­
grams and overoptimistic dividend pol­
icies. Conversely, when declining prices 
begin to reflect themselves in reduced 
profits, or even losses, in the income
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account, the result largely of unrealized 
losses in inventories, plants become idle, 
dividends are reduced or eliminated, 
and general policies of retrenchment 
are initiated. The cumulative effect of 
such a sequence of events is evident. 
Fictitious inventory profits tend to 
create or accentuate boom conditions, 
just as fictitious inventory losses con­
tribute to and intensify the resulting 
depression. Any method of inventory 
valuation that operates to level the peaks 
and valleys in business profits, by 
eliminating therefrom unrealized gains 
and losses, as the “last-in, first-out” 
method admittedly does, must, I think, 
be regarded as an important contribu­
tion to our economy.
The acceptance by Congress of the 
new rule of valuing inventories is of 
prime importance in that it constitutes 
legislative recognition of a practice that 
has been long contended for and already 
rather widely adopted by at least one 
important part of our natural resource 
industries, namely, the oil industry. It 
represents a reversal of the position 
heretofore taken by the Treasury De­
partment, and ably expressed in the 
1919 rulings of the advisory tax board 
to which I have referred, that the 
method does not truly reflect income on 
the basis of fixed accounting periods. 
It provides relief from unjust and bur­
densome taxation to taxpayers in in­
dustries required to carry large inven­
tories, or where the processing and 
fabricating period is long, and which are 
subject to wide swings in the prices of 
their basic raw materials and finished 
products.
Another feature worthy of note is 
that the new method requires the inven­
tory to be priced at cost, despite the fact 
that its market value may be less than 
cost; and, further, taxpayers in adopt­
ing the method for tax purposes must 
establish to the satisfaction of the com­
missioner that they have used no other 
procedure “to ascertain income, profit 
and loss, for credit purposes, or for the 
purpose of reports to shareholders, 
partners, or other proprietors, or to 
beneficiaries.” In this connection a 
rather puzzling and apparently contra­
dictory statement appears in the report 
of the Senate finance committee ex­
plaining the new method, when, after 
referring to the above-quoted provision 
of the law, it says “but, if for these pur­
poses, the taxpayer values such goods 
at market rather than cost he is still 
able to use the method for tax pur­
poses.” The new section of the act does 
not appear to contain this provision, so 
it may have been stricken out in con­
ference between the Senate and House 
before enactment.
There may be, and undoubtedly are, 
differences of opinion among account­
ants as to whether the income account, 
in which the cost of goods sold is com­
puted with inventories valued on the 
basis of cost in accordance with the rule 
of “last-in, first-out,” which is greater 
in the aggregate than market, is con­
servative in the sense that it may be 
said to truly reflect the net income of a 
particular period; or, if conservatism 
has been attained in the income ac­
count, whether, by the same token, we 
have not rendered the balance-sheet 
“unconservative.” To those of us who 
look on an income account as being for a 
definite and fixed period in which 
should be reflected all losses in inven­
tories, whether realized by sale or not, 
the new method will not be regarded 
with favor. It seems to me, however, 
that this view is predicated on the er­
roneous assumption that the inven­
tories will be liquidated at the market 
prices prevailing at the date of the bal­
ance-sheet.
One may perhaps conceive of the un­
likely situation where a large inventory 
was accumulated during a period of 
high costs thought to be permanent, 
such as the good old days prior to the 
great depression, and at such an inop­
portune time the “last-in, first-out” 
method of inventory valuation per­
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mitted in the 1939 act was adopted, 
with the opening inventory priced at 
cost. Subsequently a declining price 
trend sets in that has every promise of 
resulting in permanently lower levels. 
If current purchases or production in the 
ensuing years approximated the current 
sales, the disparity between the cost and 
the market value of the inventory 
would present us with quite a problem 
in certifying the balance-sheet. In such 
a case I would favor the creation of a 
reserve out of earned surplus for the 
difference, and reverse it as, and to the 
extent that, market prices recovered. 
The result would certainly be a con­
servative balance-sheet, whatever we 
might think of the income account.
The “last-in, first-out” method rec­
ommended by the board of directors of 
the American Petroleum Institute 
would avoid the situation described in 
the preceding paragraph, in that in 
starting the inventory plan, the prices 
would be set at a “conservative or 
reasonable figure,” presumably at a fig­
ure lower than cost and not in excess of 
any probable market value. The method 
now permitted in the 1939 revenue act 
does not contain this cushion, but tax­
payers adopting it must value the open­
ing inventory at “average cost.”
Whatever may be our individual 
views of the merits of the “last-in, 
first-out” rule of inventory valuation 
and its effect on the balance-sheet and 
the income account, I believe it will be 
quite generally regarded as a step in the 
right direction from the standpoint 
both of economics and taxation, and 
one that affords a desirable measure of 
tax relief for certain important indus­
tries that are essential to our prosperity 
and well-being.
95

III
ROUND-TABLE DISCUSSION
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A Case Study of Employee Frauds
By J. S. Seidman
I
O
ver two hundred million dol-
lars a year is lost to industry 
through employee frauds. This, 
however, is only the amount that is 
ferreted out and made public. There is 
no telling how much additional is lost 
either in undetected frauds or those 
that for one reason or another are 
hushed.
That the record should contain fraud 
in such prolific measure is not the ex­
citing feature. Fraud is merely another 
badge of human failing, though, to be 
sure, an unpleasant one. The part 
about these frauds that does cause 
blush, at least to the cheek of an audi­
tor, is that when the frauds are exposed, 
it is found that so many of them had 
been started and blithely had been 
going on for long periods of time un­
touched by auditing pursuit.
Even more damaging is the fact that 
frequently some of these frauds come 
to light not as a result of internal con­
trol or auditing technique, but wholly out 
of accidental or adventitious circum­
stances. Chance, rather than auditing, 
prevails. This is in no way a dis­
paragement of auditing. Frauds pre­
vented or detected by auditing no 
doubt by far preponderate over those 
that elude — for some time at least — 
auditing or auditors. However, the fact 
is that many frauds have defied the 
calendar and when at last they came to 
grief, the apprehender was dogged luck, 
not science.
Note. — Based on talks before the April, 
1939, meeting of The New York State Society 
of Certified Public Accountants, the July, 1939, 
meeting of the Institute of Accountancy at 
Columbia University, and the round-table dis­
cussion on “Detection of Fraud” on September 
20, 1939, at the annual meeting of the American 
Institute of Accountants at San Francisco.
In the hope that laboratory dissec­
tion and analysis of frauds might, 
through the development of some new 
or modified auditing technique, narrow 
if not eliminate the fortuitous aspects 
of detection, a case study was under­
taken. The study was confined to 
employee frauds. Hence there was ban­
ished from consideration skullduggery 
by employers themselves, occasionally 
witnessed, in perpetrating frauds upon 
accountants, credit grantors, or govern­
mental bodies. For case material, ac­
countants, surety companies, banks, 
stockbrokerage concerns, and indus­
trial and commercial organizations were 
invited to submit details of frauds that 
were unearthed by “happenstance,” 
rather than by the normal workings of 
accounting controls.
More than five hundred cases were 
thus culled out and test-tubed. What 
is here reported or treated is based 
solely on that study. There is no draw­
ing on the imagination. There is no 
dealing with the academics of fraud, 
internal control, or auditing. The hard 
knocks and provocations of actual ex­
perience are the auspices under which 
we proceed.
First, however, a word of caution, or 
perhaps confession. Some objection was 
raised to the study — and not without 
foundation. The objection was really 
not to the study itself, but rather the 
nature of the report that might emanate 
from the study. It was felt that a pub­
licized review of the methodology of the 
fraud-doer, especially of those instances 
where there was temporary success in 
evading auditing barriers, might do 
more harm in the impetus it would 
provide for prospective wrong-doers 
than it would do good in extending the 
art of policing. That may possibly be 
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one of the reasons why the cupboard is 
so bare of literature on fraud. One 
objector was even uneasy about in­
forming accountants on fraud in the 
light of what the Interstate Hosiery 
Company case has shown can happen.
Circumspection is of course desir­
able. On the other hand, it would be an 
ostrich-like procedure to avoid realities. 
A piercing spotlight on the path of 
sinners has always been a good way to 
bring the path into desuetude. Further­
more, since this is entre-nous and among 
experienced accountants, it is feasible 
to avoid the revealing, intimate details 
of the various cases, and yet, through 
brief technical description or categories, 
automatically implant a picture in our 
minds of those details. Accordingly, in­
stead of going through a case by case 
review of history, symptoms, and pre­
scription, there is submitted (at the end 
of this article) a classified outline of the 
hideouts of fraud and the technical 
undercover media employed, and also a 
digest of illustrative cases —all as re­
vealed by the case material.
The question now before the house is 
best expressed by the poignant collo­
quialism “so what?”. Its answer will 
best emerge if we first consider some 
general phases revealed by the study. 
A portrait of the average fraud-doer, 
what he does and how it comes about 
that he gets by for a while, will provide 
orientation for determining where we 
(accountants) go from here in the mat­
ter of fraud prevention or detection.
II
The fraud-doer is generally a man 
— though fraud is by no means ex­
clusively a masculine machination — 
about thirty-six, married, with children, 
a car, participating in social and com­
munal work, and of wholesome con­
vivial habits. He has been in the 
company’s employ over five years and, 
ironically enough, has advanced to a 
position of trust by honest endeavor 
and commendable merit. The defaulter 
lives anywhere and occupies any posi­
tion, from watchman to president. Per­
haps it is not sheer coincidence that 
fraud and Freud should sound and be 
spelled so much alike. Sex and fraud 
have a fundamental aspect in common 
— ubiquity.
The “why” of fraud may best be left 
for the psychiatrist. The “how” is 
right up our alley. Invariably the 
method selected for going wrong is of a 
character that sooner or later must 
“out” if restitution is not made in the 
interim. That is easy to explain. The 
average fraud-doer doesn’t intend per­
manently to default. His objective is 
merely to “borrow” money from his 
company, and to make good long before 
his manipulation can be detected. Then 
again, recent conflagrations to the con­
trary notwithstanding, in very few 
cases does the fraud-doer get someone 
“in” on the peculation, or rely on the 
collusion of a fellow employee. Not in­
tending to steal, it is natural that he try 
to keep others from aiding or even 
knowing of his temporary financial 
aberrations.
How does he go about it? Generally 
he grabs cash on its way into the com­
pany. That is to say, he tampers with 
money from customers (by a process 
that we call lapping), or he makes off 
with funds the anticipated receipt of 
which is not usually set up or controlled 
in the accounts, like recoveries on bad 
debts, proceeds from sale of scrap, etc.
It is not alone incoming funds that 
he covets. Lifting funds already in 
comes within his ambit too. This he 
usually does through fake disburse­
ments. His chief repositories for faking 
are petty cash, padded bills and pay­
rolls, and fictitious expenses. Only 
occasionally does he make off with 
merchandise and securities. If he is 
connected with two institutions — his 
company and a charitable enterprise, for 
example — he frequently plays the cash 
or securities of one against the other.
What makes it possible for him to get 
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by? In the last analysis, the answer 
boils down to auditing failure or man 
failure. It is both disturbing and heart­
ening to find that none of the cases was 
of a type that only accident could have 
unearthed. There were no foolproof or 
perfect manipulations. The frauds were 
cloaked for long periods by situations 
that were correctable or need not per­
force have existed.
Accounting technique for fraud pre­
vention or detection pivots around 
internal control and outside (independ­
ent) audit. The cases show that, for the 
large part, it was internal control that 
took the count in its combat with fraud. 
Truth to tell, internal control was never 
in the ring. It was hopelessly unfit or 
lackadaisical. In some cases no fault 
could be found with the system, but 
there was a bogging down in the appli­
cation of the system. An immovable 
perfect system met an irresistible force 
of human frailty and fraud was born or 
nurtured. In some cases the employee 
had been trained to connive or pilfer for 
his employer and ended up stealing 
from him — a natural sequence, and a 
background for which few tears need be 
shed.
Independent audits, the mate, com­
plement and supplement of internal 
control, also occasionally lent a hand in 
permitting fraud to thrive. In most in­
stances due provocation is traceable to 
the niggardly scope of examination. 
Combine half-baked internal control 
with a highly limited examination and 
fraud may go out on a lark.
However, inadequate audit scope 
alone is not an explanation for some of 
the cases. A few afforded the auditors 
all the rope needed and yet the fraud­
doer didn’t hang. The auditor, human 
being that he is, slipped from grace. A 
momentary let-down of his guard, a 
lapse into perfunctory checking of detail 
instead of sustainment of imagination 
or mental agility, and the fraud-doer 
was one up on the whole pack. True it 
is that auditors are not supposed to be 
bloodhounds. But the canine analogy 
has been carried (by the English courts) 
to the point where auditors are expected 
to be sleek watchdogs.
Enough about the fraud-doer and the 
crevices through which he creeps. It is 
time to consider the repair work. Old 
fences must be re-examined, new ones 
erected if necessary — all to the end 
that fraud may be intolerably con­
stricted. Since internal control and out­
side audit are the focal mechanisms for 
sighting or hedging in the culprit, we 
may consider the possible avenues for 
improvement of the role of each. First, 
internal control.
III
Reference has been made to the fact 
that many frauds involve diverting cash 
at the gateway. Obviously, therefore, 
the first line of defense is to increase the 
guard at that liminal point. Excellent 
for this purpose is the check list. Text­
books have long and loudly proclaimed 
the significance of having the person 
who opens the mail, or anyone else not 
connected with the bookkeeping depart­
ment, list all checks and securities con­
tained in the mail. Few enterprises, 
however, have heeded this clarion call 
to protection.
There is plenty of fussing and fuming 
when anything goes wrong, but there is 
stark apathy about palpable means of 
correction. A small enterprise generally 
counters that there isn’t enough per­
sonnel to take care of the check list 
procedure because the bookkeeper is 
also the mail opener, and everything 
else. That, however, is no rebuff to the 
recommendation. If the proprietor has 
any regard for his own funds and in­
vestment, he can and should do the 
check listing himself if need be. But try 
and suggest it to him, no less get him to 
do it!
Arch-enigma of internal control is 
lapping (using funds from one source to 
cover up money previously misappro­
priated from another) and its confreres, 
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exchange transactions and interbank 
transfers. Many a fraud has been com­
mitted under their shibboleth and pat­
tern. But they can be successfully 
purged by internal control. The check 
list is a starter. Independent, however, 
of the check list, or in supplement of it, 
is a sure-fire device about which nothing 
thus far seems to have been said in 
auditing texts — a controlled duplicate 
deposit slip. Lapping, exchanges, and 
interbank manipulations hinge on the 
disparity between the actual source of a 
bank deposit and the false source re­
corded in the accounts. In recognition of 
this, a procedure calling for bank- 
stamped duplicate slips is frequently 
followed.
However, it is a delusion to believe 
that such procedure affords any sub­
stantial protection. Bank tellers — at 
least those in large city banks — not 
only acknowledge, but also insist, that 
they have all they can do checking the 
original deposit slip. They stamp the 
duplicate perfunctorily if the total 
shown on the duplicate agrees with the 
original. Some confess that they affix 
the stamp without even bothering about 
the totals either. They certainly seldom 
stop to compare the ingredient indi­
vidual items making up the total. It is 
therefore clear that a duplicate deposit 
slip cannot be relied upon as being a 
precise picture of the original.
Even if the duplicate were a facsimile, 
or, as is sometimes done, even if a 
photostat of the original were obtained 
from the bank, the fraud-doers would 
still not be under control. All that would 
be buttoned up would be the tampering 
with individual amounts. The door 
would remain wide open for attributing 
false sources to the same amounts. 
Some lapping and almost all exchange 
and interbank transfers would still be 
in their heyday. Only the plugging of 
both source and amount can blight the 
evil.
Here is the type of procedure to ac­
complish this, wherever feasible: The 
bookkeeping department prepares a 
duplicate deposit slip on which is re­
corded not only the amounts but also 
their sources and the accounts to be 
credited. All items intended to be re­
corded as exchange or interbank trans­
fer will thus of course be marked as such 
on the duplicate. Before making the 
deposit, an authorized individual (or in 
the small unit, the proprietor if need be) 
not connected with the bookkeeping de­
partment, is required to compare the 
cash, checks, etc., to be deposited with 
the prepared duplicate. The comparison 
is to be made both as to amounts and 
description.
Continuing with the procedure, all 
items marked for exchange or as inter­
bank transfer, must be individually and 
specially approved. (Nothing is per­
mitted to be recorded as exchange or 
interbank transfer without such ap­
proval.) The duplicate deposit slip is 
then initialed by the reviewer and 
retained for the use of the internal or out­
side auditor as a check on the recorda­
tion of the deposit on the books. The 
deposit itself need be made only with 
the original slip and the passbook. A 
bank-stamped duplicate is unnecessary. 
It is supplanted by a meaningful con­
trolled duplicate. Let lapping or ex­
change or interbank tampering then try 
to rear its ugly head. Unless there be 
collusion, it will be guillotined right on 
the spot, and pronto!
Having thus soldered some important 
leaks in the trough for incoming funds, 
let us now see what can in most cases be 
done toward frustration of fraud that 
uses as its vehicle fictitious disburse­
ments. We said that petty cash is one of 
the softies. It could be made robust if 
petty-cash disbursements were limited 
to items of nominal amount, if petty 
cash slips were made out in ink, if all 
figures were spelled out instead of being 
written in numerals, and if petty cash 
slips were canceled or voided by some­
one other than the person handling the 
petty cash, immediately after the check 
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in reimbursement of the fund were 
signed but before the slips got back to 
the one in charge of the petty cash.
Such a program would mark the 
death knell of tinkering with the 
amounts on petty-cash slips, dampen 
the possibilities of duplication and, in 
any event, minimize the size of items 
that can go through petty cash in the 
first instance. If, in addition, the book­
keeping for petty cash were divorced in 
terms of personnel from the one han­
dling the petty cash itself, the days of 
most petty-cash looting might well be 
considered numbered.
Padded payrolls are next on the list. 
Intrinsically they represent the differ­
ence between what is drawn and what is 
actually paid out for payroll. The 
difference can frequently be squelched, 
if not annihilated, by separating the 
functions of making up the payroll, fill­
ing in the payroll envelopes, and paying 
off the help, so that no individual does 
more than one of these tasks. In addi­
tion, the help should sign for the amount 
they receive. Payment by check will 
accomplish the desired end without the 
tripartite separation, but then endorse­
ments must be carefully reviewed and 
compared with specimen signatures of 
the employees.
IV
Many frauds are keyed to the substi­
tution, alteration, or misappropriation 
of checks generally in connection with 
fictitious purchase bills. What happens 
is that under one guise or another, the 
signature to a check is procured and the 
check then comes into the hands of the 
erring employee, for better or for worse 
— and of course it is for worse. To the 
extent that the monkeyshines depend 
on the check coming into the defaulter’s 
hands, an effective stop-gap could usu­
ally be interposed if a procedural rule 
of internal control were observed whereby 
checks were released for mailing di­
rectly from the office of the signing 
individual.
Under no circumstances should 
signed checks in payment of bills get 
into the hands of the bookkeeping de­
partment. The mail clerk should be 
under strict instruction that if there is 
to be any hold-up on the release of the 
check, it can only develop by direction 
of the office of the signing individual, 
and never at the instance of a book­
keeper. If there are vouchers or other 
supporting documents that accom­
panied the check when it was submitted 
for signature, the office of the signing 
individual can detach these papers and 
send them back to the bookkeeping de­
partment. The check, however, should 
wend its way directly to the mails. With 
such a course of handling, fraud-doers 
would find an otherwise fertile avenue 
for check manipulation rendered barren.
As a sequel to controlling the check 
release, or even independent of it, there 
beckons the control of the checks as 
they come back from the bank as part 
of the bank statement. Some types of 
fraud require check substitution and 
tampering to make the bank statement 
behave. The foundation can therefore 
be pulled from under if the routine were 
such that the bank were directed to 
send the statement to an executive inde­
pendent of the bookkeeping depart­
ment, and even to his personal address, 
to insure inaccessibility of the state­
ment to the bookkeeping department. 
The office of the independent auditor 
can also supply a convenient mailing 
destination for bank statements.
Furthermore, the bank statement 
should be released to the bookkeeping 
department only after reconciliation has 
been effected, and — this is cardinal — 
the reconciliation should be made by 
someone wholly removed from the un­
derlying bookkeeping processes. There 
would be mighty lean pickings, or none 
at all, through check manipulation if 
these preventatives were applied.
A lusty over-all club on fictitious dis­
bursements emerges as a by-product of 
budgets and standards. Though staunch 
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within their own right, budgets and 
standards have a way of howling every 
time planned costs are topped by re­
corded costs. If the difference results in 
substantial measure from padding, the 
introspection set off by budgets and 
standards is likely to become a dead 
give-away. Fraud, therefore, does not 
look kindly on budgets and standards, 
which, of course, is an excellent boost 
for budgets and standards, wholly apart 
from their value in their immediate 
field.
Securities, we said, are not actively in 
the industrial fraud limelight. But even 
the little that does arise could probably 
be headed for the discard if securities 
were put in registered form wherever 
possible, and if tabs were kept on se­
curity numbers, and if access to the 
vault required the presence of at least 
two people.
In the case of merchandise, considera­
ble barrier will be placed on looting if 
inventory is physically taken by em­
ployees other than the regular custo­
dians of the merchandise.
Thus far, specific features of internal 
control have been considered for certain 
focalized niches. Common to all aspects 
of internal control is the o.k. of the re­
viewing executive on bills, payrolls, 
vouchers, special entries, etc. If the re­
views are made inattentively and the 
o.k.’s are affixed in robot fashion, all 
pretense of internal control should be 
swept aside. It would be more realistic 
to hand to an employee bent on fraud, 
a key to the treasury and let it go at 
that. It is sheer nonsense to require two 
signatures on a check if either one is 
placed there in advance or blindly fol­
lows as a result of the other. It is a 
perversion of fiduciary relationship to 
one’s employer if o.k.’s are considered 
as red tape and a nuisance, or if they are 
disposed of in a listless, routine manner.
The smaller the company, the greater 
the violence to any semblance of con­
trol when o.k.’s are a soporific process. 
The reason is obvious. The smaller the 
company, the more the o.k.’s become 
the sole basis for reliance. To have faith 
in one’s employees or fellow-employees, 
may be a sound emotional or spiritual 
pattern. It will certainly save time and 
energy. But it is necessary to recognize 
that with such faith there is aligned ex­
posure of the till to all sorts of plunder. 
The quirk is such that the more we feel 
that a given employee merits being 
trusted, the more we open vistas to him 
to jar that trust. Employee frauds will 
go hungry if individuals charged with 
review and o.k. look upon these func­
tions as an affirmative essential step in 
the conservation process, instead of as 
an unwelcome formalism that is tackled 
when one is mentally garbed for blind 
man’s buff.
Even then, when all is said and done, 
and control machinery is geared to per­
fection, the ideal at all times is to have 
no actual need for the defensive arma­
ment. Erasers are on pencils because 
people make mistakes. However, some 
people are constitutionally patterned to 
make fewer mistakes than others. So 
also with fraud. We need controls be­
cause humans do wander from the 
straight and narrow. But some humans 
are more allergic to detours than others. 
Quality and caliber of the personnel, 
therefore, become more vital factors 
than the procedural paths by which the 
personnel is circumscribed.
An ounce of care in the selection and 
training of the proper personnel is worth 
a ton of ritualistic internal control. To 
put it another way, the essence of con­
trol is in the functioning of a personnel 
department. Before anyone is em­
ployed, careful study must be made of 
the moral fabric and hazard as revealed 
by the past and as manifested by the 
occasion for or resiliency to financial 
temptation. The outside activities of an 
applicant or employee, the mode of 
living, financial stresses and strains, 
etc., all require careful and continuous 
surveillance and appraisal. If the tests 
in these respects show negative, the 
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foundation for internal control is ipso 
facto positive.
We may perhaps conclude the dis­
cussion of improved internal control in 
this way: Procedure abounds to corner 
the rabbit at every turn. True, ob­
servance of the procedure takes time 
and involves cost. These must be re­
lated to the risks entailed if there is no 
control mechanism. If management con­
cludes to go without, it must recognize 
consequent possibilities and is pre­
sumably prepared for them.
Bonding of employees is a solution 
reached in many instances in mollifica­
tion of any untoward blow, or as less 
costly than the internal control ma­
chinery that would be needed. Bonding 
is also of advantage for other reasons. 
The investigations made by the surety 
companies about employees to be 
bonded are frequently of great assist­
ance in regard to the personnel factor 
previously described. Furthermore, 
would-be defaulters are no doubt seri­
ously disturbed, if not deterred, by the 
knowledge that they may have an un­
flinching surety company to reckon 
with.
However, employers must recognize 
that financial recoupment under a bond 
can come about only if there can be 
assurance that murder will “out” and 
the losses disclosed, and their amount 
proven. The bond obviously has no 
significance if the dirty work afoot re­
mains in hiding because there is no con­
trol procedure to bring it to light, or 
establish its amount, or for any other 
reason. The bonding companies them­
selves are apprehensive on that score 
and generally refuse to write a policy 
unless they feel that the accounting 
methods and procedures followed are 
such as to make possible proof of loss 
without wrangling. Some of the com­
panies even make a critical survey of 
the employer’s accounting and control 
setup and offer recommendations for 
improvement. At all events, the point is 
that a bond must be implemented by 
accounting weather vanes and ther­
mometers, if the bond is to have its full 
value.
APPENDIX A
Attention may now be riveted upon 
the outside or independent audit. How 
can a reorientation in auditing proce­
dures dam the fraud waters? The study 
provoked a number of possibilities in 
this respect.
A time there was when audits were 
surprise affairs. In fact, the surprise 
part was considered an inherent element 
of an audit. In this sophisticated day 
and age, the only one surprised seems 
to be the auditor. The cases show that a 
genuine surprise approach would have 
caught many a manipulator red-handed. 
Let us go back to first principles. Let us 
salvage the value of surprise check-ups. 
An excellent opportunity for this is 
afforded in bring-up work. Let us avail 
ourselves of it. Surprises include not 
only the time when auditors get started 
but what audit step they start with. If 
cash is the conventional beginning 
point, then ever so often receivables can 
be tackled first, or some other phase. 
Auditors must not be taken for granted 
in their procedures, if they are to pre­
vent employees from planning “around” 
the audit.
Control over lapping from the stand­
point of the internal affairs of a com­
pany has been considered. Audits, too, 
have a vital role in the curbing process. 
Not only that, but the same audit pro­
cedure that can put lapping on the spot, 
will also serve to waylay kiting and 
check substitutions. The procedure is 
this: In the first place, bank deposits 
should be checked to controlled dupli­
cate deposit slips. If there be no such 
slips, the next best bet, wherever feasi­
ble, is the original slip or its photostat 
procured from the bank. (We have al­
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ready indicated why the bank-stamped 
duplicate lacks stamina for audit pur­
poses.)
The second step, of coordinate rank 
with the first, is the review of the bank 
statement for the month immediately 
succeeding the one that terminates the 
audit period. The need for this ex post 
facto review is, among other things, to 
see whether interbank checks that 
cleared in the period following the one 
under audit may have been furtively 
used in the last deposits of the audit 
period, as a cover for lapping. This 
can be unearthed by reference to the 
date interbank checks cleared and were 
charged on the bank statement. If the 
normal time span for deposit and clear­
ance is allowed for, the date the check 
was actually deposited can be com­
puted. If this brings the deposit date 
within the audit period and yet no such 
deposit is shown, the jig is up for the 
lapper.
Equally disturbing to the lapper, and 
significant for many other reasons, is 
the verification of customers’ balances 
by direct communication from the 
auditor. Three features now conspire to 
undermine some of the value of this 
step. One is the possibility of tampering 
with addresses so that the verification 
never gets to the customer. Where that 
obstacle is hurdled, the indifference or 
lethargy of the recipient can throw de­
tection for a loss. Finally, even in the 
hands of an attentive recipient, differ­
ences are frequently taken up and 
disposed of with the bookkeeping de­
partment of the client, and the needed 
independent control is thus smashed.
So far as addresses are concerned, 
that is something for internal control. 
Addressing of the envelopes or the 
preparation of address plates should 
always be outside the reaches of the 
bookkeeping department. The other 
two phases are primarily a matter of 
educating businessmen. For their own 
reciprocal good, attention to one an­
other’s verification requests must be 
diligently made the order of the day. 
Furthermore, they must understand the 
importance of taking up differences 
only with the auditors, and under no 
circumstances with the auditor’s client.
Auditors can aid in the process if 
their verification letters make the spe­
cific exhortation about steering clear of 
the client’s personnel. Certainly a verifi­
cation should be regarded as a nullity, 
and second requests forwarded, when a 
verification that should be coming from 
an outsider comes instead from the 
client’s office.
Fraud frequently lurks in the so- 
called nonledger asset. The bookkeeper 
makes off with recoveries on bad debts, 
or interest on overdue receivables, or 
the proceeds of the sale of waste, etc. 
From an auditing standpoint, control 
may frequently be applied by listing the 
various categories of such nonledger 
items and recording on the list the 
amounts that the books show have been 
received. The submission of the list to 
the individuals who should know about 
the respective items may touch off 
mnemonic sparks that will result in 
fruitful inquiry.
In the larger concern, only a staunch 
memory will do the trick. To overcome 
this, clues will generally be derived 
from other forms of internal control 
that the larger concern is likely to have, 
such as shipping and receiving records, 
claim files, check lists, etc. In a detailed 
audit, these documentary aids would be 
fine pointers to the occasion for the 
receipt of nonledger funds. In the 
smaller concern, the owners or executive 
employees are likely to have a better 
mental set of books than physical, and 
memory will go far in detecting omis­
sions, if regularly tapped as part of 
internal control. The recommended ap­
proach is negative but none the less 
valuable.
The fraud cases also show that audi­
tors need to be reminded on occasions 
about the following: Adding machine 
tapes are worthless unless run off by the 
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auditors. Nonprint and nonadd devices 
make possible all sorts of disparity be­
tween the indicated total and the actual 
one. Balanced items may establish an 
arithmetic calm, but may also be the 
hideout of vicious fraud storms. No 
matter how small the amounts are, no 
matter how placid the occasion may ap­
pear, entries on one side balanced by 
entries on another, where both are un­
natural, should excite suspicion. In the 
same vein, erasures and slight irregu­
larities should cause an auditor to sit up 
and take notice until he is fully satisfied 
that relaxing is in order.
Finally, if as a matter of internal con­
trol businessmen learn that trusted 
employees still require control — per­
haps because they are trusted — then it 
must perforce follow that auditors too 
should take trusted employees with a 
grain of salt. A better way of putting it 
is that auditing flourishes where audi­
tors look upon people and transactions 
through the eyes of auditors. Faith and 
credence must be reposed somewhere 
and on someone, to be sure. However, 
this involves the faith of auditors, 
groomed by the experience of auditing, 
rather than the “faith of our fathers.”
The subject of rotation of auditors 
was catapulted to the fore because of 
recent happenings. Viewed from the 
objective of fraud detection, rotation of 
auditing firms or members of the staff 
of the same auditing firm has its ad­
vantages and disadvantages. A new 
auditor, like a new broom, will make a 
clean sweep and can pick up things not 
caught by the predecessor. However, 
many times frauds are brought to light 
only because of the thorough familiarity 
by the auditor with the company’s 
affairs and its personnel and by piecing 
together things from one examination 
to the other. An increased use of sur­
prise audits rather than surprise by new 
auditors may go much further in cre­
ating an impasse for employee frauds.
However, the sine qua non of audit 
effectiveness revolves not about proce­
dures, but about the personal traits of 
the auditor. Bereft of alertness or 
imagination, all the procedures in the 
world may be unavailing. It is the audi­
tor that makes the audit. Audit per­
formance rises only to the mental level 
of the auditor, not to the comprehen­
siveness of the audit program. “It ain’t 
what we do, but the way that we do 
it.”
We must be sensitive to the scent of 
fraud. We cannot afford to pass by, as 
being without significance, the fact that 
records may be in a chaotic condition, 
or not up to date, or in charge of one 
person. Overanxiety by the bookkeeper 
to assist in the audit, or the opposite 
extreme of resentment on the part of the 
bookkeeper because of the interference 
caused by an audit, may all be perfectly 
innocent — but then again it may not. 
That is where the sixth sense of auditing 
enters. Along the same line would be 
subtle bookkeeping faux pas like the 
following: Secrecy on the part of the 
bookkeeper, refusal to take a vacation, 
records missing or under lock and key 
while the bookkeeper is away, failure to 
produce required documents promptly, 
many alterations, erasures, or different 
color inks, etc.
The ideal is to become magnetized by 
an auditing electric eye that is actuated 
by the tiniest possibility of fraud. Noth­
ing can keep us in better training for the 
ideal than to infuse life into an audit 
program through sustained mental agil­
ity, independence, and effectiveness. As 
a working guide, we must continuously 
put before us this question: If we were 
the client’s employee and wanted to get 
away with everything possible, overt 
and covert, how could we best go about 
it? Whatever answer we give ourselves 
supplies the cue for our examination, in 
check on whether an employee did not 
in fact beat us (and the client) to it. 
That is, of course, on the assumption 
that the auditor is engaged for such an 
examination and the client is willing to 
pay for it. Both the auditor and the 
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client must become aware of the pitfalls 
of audits of lesser scope.
And when internal control and ex­
ternal audit have soared to the heavens, 
will employee frauds be an extinct 
species? Not a whit! There will be no 
extirpation of fraud until the human 
being is really molded in the image of 
God, and virtue is triumphant. In other 
words, when accounting technique at­
tains perfection, fraud-doers are likely 
to be perfect plus. However, if the band 
of separation is only that small “plus,” 
we will have made laudable strides. If 
the case study that has here formed our 
foundation is to be regarded as sympto­
matic, the head start of the fraud-doer 
today is a couple of plusses.
Auditing has shown sufficient plas­
ticity and progress to justify the antici­
pation that the pickings of fraud-doers 
will daily get leaner and leaner. Un­
flinching introspection, such as is made 
possible by a case study, will be one of 
the laboratory methods of leading 
auditing to the promised land.
APPENDIX B
Digest of Illustrative Cases
Manipulation of Payroll by Padding
In a good-sized factory most of the 
employees were paid on a piecework 
basis. To avoid payment in pennies, the 
management made it a practice to settle 
all payments for three or more cents by 
adding a nickel to the payroll, but did 
not pay when the amount involved was 
only one or two cents. The payroll clerk 
made up the payroll and paid off. It was 
his practice, in drawing the payroll, to 
overstate the salaries of many individu­
als by pennies so as to show that they 
were entitled to the nickel. He would 
then appropriate the nickel by showing 
the correct calculation in paying off the 
men.
Variations of this fraud type: The 
paymaster, having control of both the 
payroll list and payroll payments, over­
states the number of units on which the 
pieceworker is to be paid, or the time 
on which the timeworker is to be 
paid, and appropriates the difference. 
Where the paymaster himself does not 
pay off, he sometimes works in collu­
sion with the individual who does the 
actual paying. In one case a $15 a week 
timekeeper arranged with fifty different 
employees in the factory to falsify their 
time records so that they would be paid 
each week several more dollars than 
they earned. The timekeeper collected 
a commission on the excess pay of each 
employee.
Misappropriation of Customers' Securi­
ties
The customers’ man of a large bro­
kerage house had as clients two widows 
who did all their trading through him. 
Both women had substantial means 
and carried a considerable margin of 
collateral security with the brokers, 
consisting of bonds and stock certifi­
cates. The customers’ man, from time 
to time, accepted securities from them 
and gave receipts, but failed to turn the 
securities over to the cashier’s depart­
ment. Instead he employed them as 
collateral for his own transactions.
When the auditors came in they sent 
verification statements to these cus­
tomers. On receipt of the statements, 
the customers immediately noticed that 
certain collateral securities were not 
listed. They immediately went to the 
customers’ man and told him the state­
ments were wrong. His procedure would 
then be to take the statements from 
them and state that he would go to the 
cashier’s department to get the matter 
cleared up. After an absence of a few 
minutes, he would return to the custom­
ers and say that there had been a mis­
take and that the cashier’s department, 
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through some carelessness, had omitted 
to include the collateral. He would 
then write on the statement in pencil 
the amount of collateral missing and 
get the customer to sign the statement 
as correct. Then he would rub out the 
pencil additions and forward the signed 
statement to the accountants.
Variations of this fraud type: In a 
commercial house a credit manager who 
had been misappropriating the receipts 
from one customer telephoned the cus­
tomer and advised that a verification 
request sent to him, which showed an 
amount considerably in excess of that 
actually due, had been sent in error and 
was incorrect. He stated that he would 
drop by the customer’s office and leave 
a corrected verification. This he did. He 
had the customer sign the corrected 
verification, which he subsequently de­
stroyed. In its place he forwarded to the 
auditors, in one of the customer’s en­
velopes, the incorrect statement which 
the auditors had mailed to the cus­
tomer, and which the credit manager 
himself signed in the customer’s name.
Sale Price Understated
A salesman would take an order on 
the basis of a given price but the buyer 
was to turn in old equipment. The sales­
man said nothing to his employer about 
the old equipment, but instead sold it 
and pocketed the proceeds.
Variations of this fraud type: A 
salesman in a retail establishment who 
has access to the cash manipulates the 
duplicate cash sales slip to show a 
smaller amount than the actual charge, 
short-rings the cash register, and appro­
priates the difference.
Securities Manipulation by Person Occu­
pying Dual Position
The vice president of a bank was also 
the treasurer of a charitable organiza­
tion. Having instructions to invest some 
cash of each organization in bonds, he 
purchased $10,000 of the same kind of 
bonds for each. When he purchased the 
$10,000 for the bank, he made a record 
of the certificate numbers and advised 
the bookkeeper of the charitable organ­
ization that these were the numbers of 
the certificates of the bonds which he 
had purchased for that organization. 
He then sold the bonds which he had 
actually purchased for the charitable 
organization, and appropriated the 
proceeds. On subsequent audits, know­
ing in advance exactly when the audi­
tors would want to examine the securi­
ties of the charitable organization, he 
would arrange to secure the bond certifi­
cates held by the bank and would place 
them in the vault of the charitable 
organization. After they had been ex­
amined by the auditors, he would re­
move them from the vault and return 
them to the bank.
Tampering with Petty Cash and Expense 
Vouchers
The company had a large number of 
salesmen to whom expense advances 
were made by cash and charged to their 
accounts. When a salesman requested a 
cash advance, he would make out a 
voucher for the amount. The cashier 
was regularly misappropriating round 
amounts of $100 from the petty cash 
fund by placing a one before the figure 
on the salesmen’s voucher. For example, 
if the salesman drew $50 the cashier 
would insert the numeral “1” in front 
of the 50 on the petty cash slip to con­
vert the indicated advance to $150. He 
would then alter the previously ap­
proved salesman’s report for that week 
by inserting the numeral “ 1 ” before the 
amounts shown in the summary at the 
bottom of the report for cash advanced 
and expenses for the week. The altera­
tions were so carefully made that under 
ordinary methods of examination and 
inspection, they could not be detected.
Variations of this fraud type: An 
assistant treasurer would hand, say, $20 
to a mail-room boy for the purchase of 
postage stamps. When the boy returned 
with the stamps, he was told to sign a 
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blank petty cash voucher which latter 
would be filled in by the assistant 
treasurer for, say, $100. There was no 
accounting control for postage stamps, 
although the amounts actually used 
were substantial.
Improper Disposal of Merchandise
A warehouse superintendent shipped 
goods at night to his personal cus­
tomers. He was in charge of inventory 
taking and concealed the shortage by 
raising the quantities shown on inven­
tory count sheets sufficiently to reduce 
the adjustment required between the 
physical inventory list and the stock 
records to a reasonable amount.
Variations of this fraud type: A coal 
loader managed to load many a truck of 
coke and to pocket the sales. There was 
a stock control but it was not very 
accurate due to the fact that at inven­
tory taking time allowances always 
had to be made for the condition of the 
coke, i.e., whether moist or dry, and the 
coke was piled in such a manner as to 
make accurate determination of quanti­
ties difficult.
Board and Lodging Gratis
The treasurer of a large club did a 
few personal favors for the manager and 
was permitted by him to live in the club 
with room and meals gratis. The treas­
urer was not entitled to this additional 
compensation, but of course none of the 
staff questioned it since the manager 
himself had put it into practice. Time 
rolled on and there were other manag­
ers, chief accountants, and housekeep­
ers. They, however, took the precedent 
for granted and the treasurer continued 
to enjoy the privileges to which he was 
not entitled.
Variations of this fraud type: In the 
case of a hospital, it was found that 
doctors and nurses were helping them­
selves to gasoline, for their personal 
cars, from the hospital supply which 
was intended only for hospital ambu­
lances and utility cars.
Duplication of Purchase Bill
The company received a creditor’s 
invoice for $5,000 less $500 allowance 
for freight, making the net amount of 
the invoice $4,500. The invoice was 
forwarded to the proper officials for 
approval, a voucher was prepared, and 
the obligation paid in due course.
An internal auditor, a trusted em­
ployee, whose duties comprised the 
audit of vouchers and paying checks, 
obtained the voucher evidencing the 
above transaction. He abstracted the 
invoice and related documents from the 
voucher, erased the $500 freight allow­
ance, the approvals, and the check 
number and date, and forwarded the 
altered invoice to the proper authorities 
for approval again. A new voucher was 
made out for $5,000 by the clerk in 
charge of preparing vouchers, and a 
check for this amount drawn to the or­
der of the creditor. On the plea that he 
desired to examine the account further, 
the auditor obtained from the cashier 
both the new voucher and check drawn 
to the creditor’s order. Retaining the 
check and voucher in his possession for 
the time being, he forged the signatures 
of the officials of the company on a 
check drawn to his order for a like 
amount of $5,000. This check he de­
posited in his own bank account. At the 
end of the month he obtained the bank 
statement and substituted for the 
check to him the check to the creditor 
after doctoring that check with the 
necessary deposit and clearing house 
stamps.
Variations of this fraud type: The 
chief accountant of a hotel, who per­
sonally took charge of the petty cash, 
would take out of his paid-bill files, a 
number of express receipts for the same 
period of the preceding year, and alter 
the date on the vouchers by changing the 
last figure of the year to the current year. 
He would then use these vouchers as the 
basis of payment, this time to himself.
In another variation, a package-room 
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clerk in a large hotel obtained a pad of 
express company receipts entitled “Re­
ceipts for Charges Collected from Con­
signee.” When he needed a little cash, 
he would fill in one of these receipts and 
forge the regular driver’s name as hav­
ing received payment from the express 
company. He would withdraw the cash 
and put this voucher in the package­
room bank as part of the fund in case it 
should be counted before he returned 
what he borrowed.
Manipulation of Discounts
The concern was engaged in the busi­
ness of selling silks and woolens with 
cash discounts varying from 2 to 8 per 
cent. The bookkeeper made it a practice 
to appropriate some of the checks re­
ceived, forge the endorsements, and 
deposit the checks in bank accounts 
having a fraudulent depositor’s name. 
The shortage was covered by posting, 
as a discount, an amount equal to the 
check misappropriated. The aggregate 
amount of checks misappropriated was 
comparatively small and the net effect 
of the inflation of discounts on the per­
centage of discounts was explained 
away as resulting from changes in the 
volume of the various types of business 
transacted by the concern.
Variations of this fraud type: In the 
more common case, the dishonest book­
keeper will apportion the amount of the 
misappropriated check among the re­
ceipts of several customers, inflating 
the discounts in each case so that there 
is no single item which can be specifi­
cally identified with the misappropria­
ted check.
Lapping
The bookkeeper misappropriated a 
check for $5,000 received from one of 
the customers. At October 31st, know­
ing that the books were to be examined 
by outside auditors and that the audi­
tors would verify receivables, he pro­
ceeded to conceal his fraudulent action 
as follows:
The company had two active bank 
accounts. After ruling off the October 
withdrawals in the check book for bank 
No. 2 and ruling off the withdrawals 
from that bank as recorded in the cash 
book, he skipped a few checks and drew 
a check for $5,000 to the order of the 
company, dated November 1st. He 
advised his employer that the check 
represented a transfer to bank No. 1 
and had it signed. He entered the check 
in his cash-receipt book on October 31st 
as a receipt from the customer and 
recorded the item in the check book for 
bank No. 1 as a deposit on October 
31st. He deposited the check in bank 
No. 1 with other checks on October 31st.
On November 1st, he took three 
checks in the aggregate amount of 
$4,950 which he had received from cus­
tomers on that date and which he had 
not recorded. To these checks he added 
$50 of his own cash and recorded the 
$5,000 as a deposit in bank No. 1 of the 
transfer check which he had drawn on 
the preceding day on bank No. 2.
Variations of this fraud type: In the 
more common case the bookkeeper, 
assuming that the auditor will not con­
firm accounts by direct communication 
with customers, continues to cover his 
misappropriations by lapping of ac­
counts over the examination date, thus 
leaving the receivables overstated to 
the extent of the misappropriated re­
ceipts. In other instances he conceals 
the misappropriation by recording ficti­
tious receipts which he carries as “in 
transit” items over the examination 
date, and then covers up on succeeding 
dates by further lapping of accounts.
Collusion within Organization
The principal sales of a restaurant 
were $2 table d’hote dinners. The cap­
tain would assign a waiter to two parties 
of two people each. This waiter, in pass­
ing the checker’s stand, would have but 
two meals checked out on one check by 
his friend the checker, and he would 
then use this one check for collection 
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from both of the two parties whom he 
was serving. He would then pay for the 
amount he had checked out and pocket 
the extra $4 collected from the other 
party. The money thus collected was 
divided among three persons the cap­
tain, the waiter, and the food checker.
Variations of this fraud type: In a 
cafeteria there was collusion between 
counter men or other check punchers 
and the cashier, whereby the former were 
furnished with punched checks by the 
cashier which were used a second time.
In a theatre the scheme followed was 
for the ticket taker to “palm” the 
tickets and pass them back to his 
friend the box office cashier for resale.
Collusion with Someone outside Organ­
ization
The company defrauded was en­
gaged in a general retail merchandising 
business. Unknown to the management, 
the bookkeeper was the husband of the 
proprietress of two small firms which 
supplied the organization with novelty 
merchandise. The names of the two 
firms were dissimilar, so that there was 
no reason to suspect any relationship 
between them. The bookkeeper’s fraud­
ulent practice had been as follows: 
After his employer had approved the 
invoices received from the two firms, 
the bookkeeper would add additional 
items thereto and increase the total 
amount. He would then draw checks in 
payment thereof in due course. By 
slightly underselling their supplies, 
which the two firms could well afford 
to do in the circumstances, they were 
able to obtain a large share of the 
organization’s novelty business.
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Introduction
BY VICTOR H. STEMPF
W
hen a stockholder receives the 
annual report of one of the 
companies in which he has 
invested, and reads the balance-sheet 
with the accompanying report of the 
auditors, is there any question in his 
mind as to whose representations are 
stated in the balance-sheet? When a 
banker lends money on the basis of 
financial statements accompanied by 
an auditor’s report, whose representa­
tions does he primarily rely upon? 
When a prospective purchaser of a busi­
ness calls upon the vendor to submit the 
report of a certified public accountant, 
who makes the warranties concerning 
the character, amounts, and bases of 
stating the accounts of the business to 
be transferred? When a man requests 
an independent auditor to examine the 
accounts of his business, whose repre­
sentations are reflected in the balance- 
sheet finally produced? These and many 
other similar circumstances have occa­
sioned popular misconceptions concern­
ing audited financial statements. Are 
these financial statements the certified 
public accountant’s or are they the 
client’s?
The question is loosely expressed, but 
that is the form in which it commonly 
appears. It does not raise the issue of 
who has title to the sheets of paper on 
which the figures appear, nor does it 
quibble with the obvious fact that the 
statements purport to show financial 
data relating to the business whose 
name they bear. The question at issue 
is: “Who says these financial state­
ments show the position and/or re­
sults of operations of the business?” 
In this sense, many stoutly aver that 
the balance-sheet is the certified public 
accountant’s. These say the inde­
pendent auditor examines the financial 
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the financial statements and, therefore, 
the financial statements are his. In 
ubs ance the conclusion is as erroneous 
as to say that representations concern­
ing a structure are the architect’s be­
cause he drew the plans and may have 
checked the materials which went into 
it. If the structure were sold, on the 
basis of blueprints drawn by the archi­
tect, the owner would, nevertheless, 
make the warranties, although the 
architect might be called upon to ex­
press a professional opinion as to the 
accuracy of some of the warranties. So 
too, those who operate a business must 
of necessity make the representations 
concerning its financial position. In 
simple language, the owner says: “This 
is the position of my business,” and 
the certified public accountant says: 
“The picture which Mr. X offers of his 
business, in my opinion, presents fairly 
its financial position.”
The related representations of the 
independent certified public accountant 
are that he has undertaken such au­
diting procedures as may be reasonable, 
practicable, and appropriate to satisfy 
himself that a proper disclosure of ma­
terial facts has been made in the finan­
cial statements. The company, not the 
certified public accountant, makes the 
primary representations. The certified 
public accountant does not hold himself 
out as an insurer or guarantor. His 
responsibility is that of an unbiased, 
competent expert, and negligence is the 
measure of that responsibility, fixed 
by the standards of his own profession. 
He must ask himself what other com­
petent professional accountants would 
have done under like circumstances to 
satisfy themselves.
The primary responsibility of man­
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agement in respect of financial state­
ments is well recognized. The recent 
report of the committee on stock list of 
the New York Stock Exchange says:
“It is apparently necessary and im­
portant to emphasize again and again 
that financial statements of industrial 
companies are not statistical presenta­
tions of fact fixed in the form the stock­
holder reads. While properly based on 
facts these statements represent the 
judgments of the company’s manage­
ment in the application of conventional 
methods of stating assets and liabilities 
and in appropriate allocations of in­
come and outgo items to specific periods 
of time. . . . The primary responsi­
bility for the accuracy of the records 
lies with management. . . . The im­
portance of a periodic review by out­
side experts to see that these numerous 
judgments have been made in accord­
ance with accepted accounting princi­
ples consistently followed by the com­
pany must be apparent to everyone. 
. . . The public is entitled to rely upon 
his (the auditor’s) opinion regarding 
the soundness and consistency of the 
accounting judgments made by the 
company in the preparation of its 
reports to stockholders.”
The Securities and Exchange Com­
mission has said:
“The fundamental and primary re­
sponsibility for the accuracy of in­
formation filed with the Commission 
and disseminated among the investors 
rests upon management. Management 
does not discharge its obligations in 
this respect by the employment of in­
dependent public accountants however 
reputable. Accountants’ certificates are 
required not as a substitute for manage­
ment’s accounting of its stewardship, 
but as a check upon that accounting.” 
The report on extensions of auditing 
procedure, adopted by the council of 
the American Institute of Accountants 
on May 9, 1939, reiterated this princi­
ple, and pointed out that not only the 
financial statements as such, but
“all supplemental, descriptive, and 
explanatory data, including footnotes, 
are regarded as representations of the 
client. It is upon all these representa­
tions that the independent certified 
public accountant renders his opinion.”
It is fundamental in all relationships 
of the independent certified public 
accountant that he determines nothing, 
in the first instance. The underlying 
records, related facts, and judgments of 
management determine amounts and 
the basis of expressing them in financial 
statements. The responsibility of the 
certified public accountant is to assay 
the credibility of the conclusions reached 
by management, by the application of 
generally recognized auditing proce­
dure. Even though the certified public 
accountant may examine accounting 
data and prepare initially the financial 
statements which seek to correlate and 
classify such accounting data, the 
financial statements reflect the sum­
marization of transactions essentially 
drawn from the underlying records. 
Upon the completion of such financial 
statements he reviews them with man­
agement, “to obtain such information 
and explanations as he may require 
from officers and employees of the 
company,” whereupon, by approval or 
failure to dissent, the financial state­
ments become the representations of 
management in respect of which the 
certified public accountant then ex­
presses his professional opinion.
In the “distillation” of transactions, 
the financial statements provide the 
condensation of the material facts 
which are essential to present fairly the 
position and results of operations of an 
enterprise. The amounts, the basis of 
stating them, the form in which they 
are described and classified may all be 
influenced by the persuasion exercised 
by the professional accountant, but 
that does not alter the fact that the 
data shown in the financial statements 
are essentially representations of the 
client whose transactions they portray.
When a prudent man buys a house, 
he engages expert service to appraise it.
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Such an opinion of an architect, builder, 
or other expert does not guarantee value 
nor is such an expert liable for latent 
defects which may exist if such defects 
are not susceptible of discovery through 
the exercise of usual professional tech­
nique. Nevertheless, such services have 
proved worthy of their hire. No man 
invests when he doubts the honesty of 
management. Nevertheless, when a 
man contemplates an investment in a 
business or desires to confirm his own 
judgment as to whether he will con­
tinue or sell, he seeks corroboration of 
the things management tells him. The 
independent auditor’s opinion provides 
reasonable assurance that a fair and 
adequate disclosure of material facts 
has been made in the financial state­
ments, and also gives reasonable as­
surance that irregularities are suscepti­
ble of discovery and correction. How­
ever, it should be emphasized that 
independent audits cannot give con­
clusive assurance against all possibili­
ties of error and deceit, particularly not 
in the case of diabolically conceived 
and cleverly executed collusive fraud. 
The essential economic limitations of 
examinations, by the application of 
generally recognized auditing proce­
dures of sampling and testing, preclude 
that concept.
The constant growth of the demand 
for the services of independent certified 
public accountants is conclusive proof 
of the esteem in which the profession is 
held. This trust and confidence reposed 
in the profession will be guarded zeal­
ously by its members in the endeavor to 
render an increasingly effective service 
in the public interest.
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A Review of Court Decisions
By Robert Buchanan
To provoke discussion, Victor H. Stempf asked me to take the position that the balance-sheet is the public accountant’s. My opinion is 
that it is the client’s, but there is lan­
guage in quite a number of the leading 
cases, dealing with negligence of ac­
countants, which might lead one to 
believe that the courts consider that the 
balance-sheet is the accountant’s. How­
ever, this language is only dicta be­
cause, as far as I have been able to 
ascertain, the question, Whose balance- 
sheet is it? has never been directly in 
issue before the courts.
A number of the leading cases have 
been collected and published in the work 
entitled Legal Responsibilities and Rights 
of Public Accountants, by W. D. Rich, 
published by American Institute Pub­
lishing Co., Inc., in 1935.
In London and General Bank (1895), 2 
Ch. 673, the auditor for a number of 
years in his reports to directors had 
called their attention to the precarious 
financial position of the company. In 
the report for the year 1891 the auditor 
called the attention of the directors to 
the unsatisfactory nature of loans to 
customers and concluded with the 
statement, “We cannot conclude with­
out expressing our opinion unhesitat­
ingly that no dividend should be paid 
this year.” This last sentence, however, 
the auditor was persuaded by the chair­
man of the board to omit before the 
report was officially laid before the 
directors.
The certificate signed by the auditor 
and laid before the shareholders at their 
annual meeting stated:
“We have examined the above bal­
ance-sheet and compared it with the 
books of the company; and we certify 
that it is a correct summary of the ac­
counts therein recorded. The value of 
the assets as shown on the balance- 
sheet is dependent upon realization.”
The report to the shareholders as origi­
nally drawn contained this additional 
sentence: “And on this point we have 
reported specifically to the board.” 
But this sentence, at the request of the 
chairman of the board, was withdrawn 
before the report was presented to the 
meeting of shareholders. The sharehold­
ers, believing they were paying divi­
dends out of profits, declared a dividend. 
Suit was brought against the auditor for 
misfeasance, since it later developed 
that the dividend was paid out of cap­
ital. The court held the auditor guilty. 
Speaking of the auditor’s duty, the 
court said:
“ His business is to ascertain and state 
the true financial position of the company 
at the time of the audit, and his duty is 
confined to that. But then comes the 
question, How is he to ascertain that 
position? The answer is, by examining 
the books of the company. But he does 
not discharge his duty by doing this 
without inquiry and without taking 
any trouble to see that the books them­
selves show the company’s true position. 
He must take reasonable care to ascer­
tain that they do so. Unless he does this 
his audit would be worse than an idle 
farce. Assuming the books to be so kept 
as to show the true position of a company, 
the auditor has to frame a balance-sheet 
showing that position according to the 
books and to certify that the balance-sheet 
presented is correct in that sense. But his 
first duty is to examine the books, not 
merely for the purpose of ascertaining 
what they do show, but also for the pur­
pose of satisfying himself that they show 
the true financial position of the company. 
This is quite in accordance with the 
decision of Stirling, J., in Leeds Estate 
Building and Investment Co. v. Shep­
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herd (1887) (36 Ch. D. 787). An audi­
tor, however, is not bound to do more 
than exercise reasonable care and skill in 
making inquiries and investigations. 
He is not an insurer; he does not guar­
antee that the books do correctly show 
the true position of the company’s 
affairs; he does not even guarantee that his 
balance-sheet is accurate according to the 
books of the company. If he did, he 
would be responsible for error on his 
part, even if he were himself deceived 
without any want of reasonable care 
on his part, say, by the fraudulent con­
cealment of a book from him. His obli­
gation is not so onerous as this. Such I 
take to be the duty of the auditor; he 
must be honest — i.e., he must not 
certify what he does not believe to be 
true, and he must take reasonable care 
and skill before he believes that what 
he certifies is true.
“Mr. Theobald’s evidence satisfies 
me that he took the same view as myself 
of his duty in investigating the com­
pany’s books and preparing his balance- 
sheet. He did not content himself with 
making his balance-sheet from the books 
without troubling himself about the truth 
of what they showed.
“ The balance-sheet and account certi­
fied by the auditors, and showing a profit 
available for dividend, were, in my judg­
ment, not the remote, but the real operat­
ing cause of the resolution for the payment 
of the dividend which the directors im­
properly recommended. The auditors' 
accounts and certificate gave weight to this 
recommendation, and rendered it accept­
able to the meeting.” [Italics supplied.]
Commenting on this case, Mr. Rich 
says (page 28):
“In the instant case it was also held 
that, since the stockholders of the bank 
used the auditor's balance-sheet prior 
to declaring a dividend upon recom­
mendation of the board of directors, 
proof of negligence of the auditor in 
overstating the values of the assets of 
the bank was sufficient to fix the audi­
tor’s liability to the stockholders for 
injury resulting from payment of divi­
dends out of capital. . . .
“In this case the court did not infer 
from the circumstances the existence of 
negligence, for the defendant’s specific 
act of negligence, the preparation and 
certification of the false balance-sheet 
was proven by direct evidence.”
In this case, of course, the defendant 
was the auditor, and it appears that 
both the court and textwriter assumed 
that he, the auditor, prepared the bal­
ance-sheet and that it was not prepared 
by the company.
In the Kingston Cotton Mill case 
(1896), 2 Ch. D. 279, Mr. Rich says 
(page 29) that the defendant auditors 
“prepared balance-sheets as at the 
close of each of those years,” and that 
the stockholders relied upon the several 
balance-sheets in declaring dividends 
for each of the four preceding years, 
whereas the inventory was overstated 
to such an extent that the dividends 
were paid out of capital, and the audi­
tors were sued for negligence. The court, 
however, held them not liable because 
they relied on the manager’s certificate 
as to the correctness of the inventory.
Fox and Son v. Morrish, Grant, and 
Co., 35 T. L. R. 126 (1918), was a case 
where in a limited examination, the 
auditor failed to verify the cash. The 
court said:
“He made out his balance-sheets 
without taking any steps to ascertain 
whether those figures were correct.”
The auditor attempted to defend 
himself on the ground that his retainer 
did not call for an examination of the 
cash. The court held against him, 
however, and said:
“But there was nothing in the ar­
rangement made which discharged him 
from the duty of seeing that when he 
made a statement on his balance-sheet 
there was a foundation for it. It was a 
positive statement which was intended 
to be acted upon.”
In speaking of Republic of Bolivia 
Exploration Syndicate, Limited, 1 Ch. D. 
139 (1914), Mr. Rich says the plaintiff 
had proved “an incorrect balance- 
sheet prepared by the defendant audi-
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tor and financial loss resulting there­
from.”
In speaking of the case of Ultramares 
Corporation v. Touche, 74 A. L. R. 1139 
(1931), Mr. Rich says (page 68):
“The auditors performed the audit, 
prepared a balance-sheet and certified 
that the balance-sheet corresponded 
with the Stern Company’s records.”
In Rex v. Kylsant, 48 T. L. R. 62 
(1931), a criminal proceeding, the audi­
tor was acquitted, but the chairman of 
the board was convicted of fraud, which 
resulted from the inclusion of surplus 
reserves in the profit-and-loss account 
under such titles as to lead stockholders 
and the public into believing that such 
surplus reserves were current income 
for the years 1926 and 1927. The com­
panies act did not apply in this case 
because the Royal Mail Steam Packet 
Company operated under a royal char­
ter, but the court said there were cer­
tain conditions which governed the 
keeping of accounts. The court said:
“Mr. Morland was an accountant 
and the auditor of the company. He 
had the accounts put before him, but 
not until they had passed the court of 
directors. He had nothing to do with 
the preparation of the accounts and 
nothing to do with the declaration or 
decision to declare dividends. . . .
“But, of course, it might be said 
against Mr. Morland that he did in 
fact add the sanction of his name as 
auditor to a document which, taking 
those two years 1926 and 1927, was 
false and misleading. As he had pointed 
out in another connection, however, it 
was not a question of whether or not 
Mr. Morland did something less than 
what could be expected as the full duty 
of a conscientious, careful auditor. He 
had to come honestly, according to his 
skill and understanding, to the conclu­
sion that the accounts of the company 
presented a true state of the company’s 
accounts. That was what he signed — 
that it was a true and correct view of the 
company’s affairs. If he was not satis­
fied that he could give that certificate, 
his duty was either to qualify that cer­
tificate or to ask to have the accounts 
altered in such a way that he could sign 
them without qualification. It was ob­
vious enough that in the year 1926, 
when the accounts for 1925 were being 
dealt with, he was not satisfied with the 
position, because he thought that some 
words ought to be added to intimate to 
the shareholders that moneys which 
were being used were being used in order 
to produce the balance which appeared. 
That being so, it was admitted that 
without some qualification in some form 
or another, he ought not to give a cer­
tificate, and the qualifications which 
he put in were those words which the 
jury must almost be tired of hearing 
about — adjustment of taxation re­
serves.”
State Street Trust Co. v. Ernst (Court • 
of Appeals of New York, May 24,1938), 
15 N. E. (2d) 27, was a suit by a trust 
company against accountants for dam­
ages for alleged misrepresentation in 
making a certified balance-sheet of a 
company to whom the trust company 
had made loans. In the trial court there 
was a verdict for the plaintiff, which 
was set aside on the ground of lack of 
evidence. The trial court was unani­
mously sustained by the intermediate 
appellate court. On appeal to the highest 
state court, however, the case was 
reversed and a new trial granted by a 
divided court.
In both the headnotes to this case 
and in the body of the majority opinion 
itself are frequent references to the “cer­
tified balance-sheet prepared by de­
fendants”; to the accountants “when 
they prepared the original certified 
balance-sheet”; to “those who pre­
pared or supervised the preparation of 
the working papers or the certified 
balance-sheet.”
The court then quotes with approval 
the statement of the auditor’s duties 
already quoted on page 2 of this paper 
from the decision in London and General 
Bank (1895), 2 Ch. 673.
Again the court says, speaking of the 
accountants:
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“They held back this covering letter 
for thirty days and issued the balance- 
sheet alone to the world of possible 
lenders. The loan by the plaintiff was 
made long before this important cover­
ing letter was even sent.
“The above act of the accountants, 
in placing in circulation a certified 
balance-sheet which they practically 
conceded should not be used without 
knowing the scope of the examination 
set forth in the covering letter, and then 
allowing a period of thirty days to elapse 
before sending the covering letter, and 
then only one copy, whereas there had 
been ten copies of the certified balance- 
sheet issued, was itself gross negligence 
and an important piece of evidence 
raising an inference of fraud.”
It is unfortunate that the court of 
appeals apparently got a wrong impres­
sion of some rather essential facts of the 
case. The writer is informed that the 
so-called “covering letter” was in fact 
the customary audit report which 
merely gave in more detail the same 
facts as were disclosed in the certified 
balance-sheet. He is also informed that 
it was not, as the court apparently con­
cluded, a secret and confidential report 
to the client. He is further, informed 
that it was issued in several counter­
parts and not, as the court says, in only 
one copy.
The court drew a distinction between 
the balance-sheet as prepared by the 
company and the certified balance- 
sheet as prepared by the accountants, 
as shown in the following quotation 
from the opinion:
“This brings us to the question of 
reliance. Defendants contend that the 
difference between the estimated bal­
ance-sheet furnished by Pelz-Green- 
stein and the certified balance-sheet 
prepared by them was such that as a 
matter of law plaintiff must have dis­
regarded their certified balance-sheet 
in making the loan and decided to make 
the loan solely on the basis of the esti­
mated balance-sheet of Pelz-Green- 
stein. In so contending, defendants dis­
regard the uncontradicted evidence 
that the certified balance-sheet sub­
stantially corroborated the estimated 
balance-sheet. ...”
There was a dissenting opinion in this 
case, in which it was stated:
“The defendants, a firm of account­
ants, were employed by the Pelz- 
Greenstein Company to examine the 
books of the company and to prepare a 
certified balance-sheet of its financial 
position.” [Italics supplied.]
There is continued reference to the 
balance-sheet prepared by the account­
ants. Again the dissenting opinion says:
“To prepare a balance-sheet, account­
ants must, of course, examine the books 
and accounts submitted to them, and 
from such examination and any other 
information which may be furnished 
them, they must prepare a balance sheet. 
. . . The balance-sheet itself repre­
sents and was understood to represent 
only the ‘opinion’ of the defendants 
based ‘ on the records examined ’ and on 
information presented to the defend­
ants.” [Italics supplied.]
O'Connor et al. v. Ludlam et al., 92 
Fed. (2d) 50 (C. C. A. 2, 8/16/37), 
certiorari denied 302 U. S. 758. This 
was an action of deceit brought by 
investors against a firm of accountants 
and was decided favorably for the ac­
countants on the ground that the ac­
countants “would be liable to investors 
relying on balance-sheet, if it were er­
roneous, only for fraud and not for 
mistake, even if the mistake were result 
of negligence.”
In the syllabus to the opinion, it is 
stated in eleven places that the account­
ants “prepared the balance-sheet” or 
that it was a balance-sheet “prepared 
by accountants.” In the opinion itself, 
the court said that the accountants —
“audited the books and accounts of 
G. L. Miller & Co., Inc., a Delaware 
corporation, as of the close of business 
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August 31, 1925, and delivered to the 
corporation a balance-sheet purporting 
to show its financial condition as of 
that date after giving effect to proposed 
new financing, namely, the sale of 
30,000 shares of preferred stock at par 
— $3,000,000. This balance-sheet was 
used by the corporation in selling its 
preferred stock to the public.”
The court also said:
“ Request No. 26 asserted that it was 
the duty of (accountants) to show 
clearly on the balance-sheet that these 
trust funds did not belong to Miller & 
Co. As a principle of correct accounting 
we should suppose this to be true, but 
the issue for the jury was not that, 
but was whether a false impression of 
financial worth was intentionally cre­
ated.”
Again the court said:
“Complaint is made of the refusal 
to charge request No. 67 to the effect 
that, if the defendants knowingly over­
valued doubtful assets (the notes), then 
they were guilty of false representa­
tions. We cannot doubt that the jury 
were sufficiently informed of so obvious 
a proposition by the general charge as 
given.”
It appears from the foregoing that 
the court considered that the account­
ants had prepared the balance-sheet, 
had delivered it to the corporation, and 
were charged with having made false 
representations therein.
As previously stated in the foregoing 
cases, the courts did not have before 
them the question as to whether the 
balance-sheet was the balance-sheet of 
the company or of the accountants. 
Therefore, the language used in that 
respect was not necessary to a decision 
of the cases, and such language is mere 
dicta.
The requirement under the British 
companies act is stated as follows in a 
review of the case of S. P. Catterson 
and Sons, Ltd. (1937) in The Principles 
of Auditing by F. R. M. de Paula 
(London, 1937):
“In reviewing the responsibility of 
auditors generally, His Lordship stated: 
‘The first fact which seems often to be 
lost sight of is that the primary responsi­
bility for the accounts of a company is 
with those who are in control of the 
company, that is to say, the directors, 
and in the case of the directors of this 
company, they were not a satisfactory 
team.’”
To the same effect, see the Account­
ant's Compendium (London, 1930), page 
54, where it is stated:
“It is the directors of a limited com­
pany, not the auditor, who must keep 
true accounts and prepare a balance- 
sheet therefrom for submission annu­
ally to the members of the company in 
general meeting.’”
P. W. R. Glover, in his paper “Basic 
Questions of Auditing Procedure” in 
the August, 1939, Journal of Account­
ancy, pages 93-96, inclusive, states very 
cogently the case for the proposition 
that the balance-sheet is that of the 
client and not that of the independent 
auditor.
He points out the position of the 
Securities and Exchange Commission 
in the following quotation of what the 
commissioner has to say in reporting 
upon the Interstate Hosiery case:
“The fundamental and primary re­
sponsibility for the accuracy of informa­
tion filed with the Commission and dis­
seminated among the investors rests 
upon management. Management does 
not discharge its obligations in this 
respect by the employment of inde­
pendent public accountants, however 
reputable. Accountants’ certificates are 
required not as a substitute for man­
agement’s accounting of its stewardship, 
but as a check upon that accounting.”
With the precedent of the British 
companies act to guide us, and the sup­
port of the S.E.C. and the New York 
Stock Exchange, it can be made clear 
to the courts that the balance-sheet is 
primarily the representation of the 
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company, and secondarily that of the 
accountant. The important consequence 
would seem to be a lesser degree of 
liability for the accountant than for the 
management. However, even though 
this be so, the burden of responsibility 
placed on the accountant when he ex­
presses his opinion that the balance- 
sheet fairly presents the position of the 
company is still an arduous one.
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Whose Is the Responsibility?
By Willis C. Graves
T
here has been so much written 
during the past few weeks upon 
the mooted question of the bal­
ance-sheet that it might seem the 
subject has been pretty well digested. 
I shall, however, during the time al­
lotted, attempt to crowd into a few 
words what seems logical to me upon 
the subject, and what appears to be the 
consensus of opinion of the majority 
of those whose writings I have had the 
privilege of reading, both within and 
without the profession.
In the first instance, I wish to point 
out that every business entity possess­
ing things of value or assuming mone­
tary obligations has, upon any given 
date, a “true financial position,” how­
ever nebulous it may be.
Any honest attempt upon the part of 
management or upon the part of inde­
pendent accountants to give expression 
to a financial condition is no more or no 
less than their opinion, tempered by 
judgment, as to what they believe to be 
an approach to the “true financial 
position.”
Who, then, is to assume responsibility 
for these presentations and opinions?
Primarily, management must assume 
this responsibility, for it alone is in a 
position to attest the completeness and 
authenticity of the records. Manage­
ment may be said to have originated the 
transactions, and it is the duty of man­
agement to leave a clear track reflecting 
their operations.
The grave responsibilities, both legal 
and moral, of the independent account­
ant must not, however, be minimized, 
but his responsibilities are of a different 
nature from those of management.
Although the independent accountant 
serves as a governing check upon man­
agement, he may, nevertheless, be sub­
jected to certain disadvantages.
Among others, these disadvantages 
may be summarized as follows: Un­
familiarity with the business; lack of 
constant or frequent contact with the 
business; necessity of reliance upon re­
corded transactions and explanations 
and interpretations of management and 
employees; and the ever-present ques­
tion of fee arrangements.
It is the independent accountant who 
brings to industry the outside view­
point. It is through his knowledge, 
experience, and judgment that, among 
numerous other things, he supplements 
and aids management in the presenting 
of financial statements so that the 
balance-sheet and related statements of 
income and surplus present fairly the 
financial position at a given date and 
the results of operations, and that they 
conform to generally accepted account­
ing principles applied on a basis consist­
ent with the preceding period or periods.
The independent accountant should 
not assume responsibilities far in ex­
cess of those warranted by the terms of 
his employment, that is, if he expects 
to be compensated fairly for his services.
Let us now consider what others have 
to say upon this subject.
You are, no doubt, familiar with the 
report of the subcommittee on inde­
pendent audits and audit procedure of 
the committee on stock list, recently 
approved by the board of governors of 
the New York Stock Exchange.
Role of Judgment
Wesley Smith, financial editor of one 
of our metropolitan papers, makes the 
following observations in connection 
with this report:
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“While properly based on facts, fi­
nancial statements represent the judg­
ment of the company’s management in 
the application of conventional methods 
of stating assets and liabilities and in 
appropriate allocations of income and 
outgo items to specific periods of time. 
For example, plant and property are 
usually stated on the basis of cost or 
some other conventional basis — and 
not at a figure supposed to reflect 
present-day value. Other items are 
usually stated at going-concern values, 
and profits are calculated on this basis.”
Quoting more specifically from the 
report itself:
“The importance of a periodic re­
view by outside experts to see that these 
numerous judgments have been made 
in accordance with accepted accounting 
principles consistently followed by the 
company must be apparent to everyone 
— entirely apart from any methods 
the business world may employ to 
assure itself of the authenticity of the 
data underlying the accounts. ...”
“The independent public accountant 
is thoroughly qualified to make such a 
review. For this he has been especially 
trained. The public is entitled to rely 
upon his opinion regarding the sound­
ness and consistency of the accounting 
judgments made by the company in the 
preparation of its reports to stockholders.
Basis for Exceptions
“If the independent public account­
ant does not concur in the results of 
these judgments, he will take exception 
to the company’s method by a state­
ment in his auditor’s opinion accom­
panying the financial statements. If his 
exception is of sufficient importance, 
he will express no opinion and explain 
in his report why it is withheld. The 
independent public accountant’s opin­
ion on the soundness of judgments and 
consistency of methods is of real impor­
tance — for even with correct factual 
data at the base, the possibilities of 
accounting errors and misrepresenta­
tions are very great.”
In referring to the recently publicized 
fraud case, the report points out that, 
from facts developed, this rested “pri­
marily on the falsity of the underlying 
documents purporting to represent cer­
tain assets and transactions, which 
have been found to be entirely ficti­
tious.”
The report further points out that 
the cost of making detailed examina­
tions of voluminous material by inde­
pendent accountants would, on the 
whole, be altogether out of proportion 
to benefits to be gained in the detection 
of fraud and irregularities in a few iso­
lated concerns.
Internal Control
With reference to internal control 
the report continues:
“The primary responsibility for the 
accuracy of the records lies with the 
management, and many large corpora­
tions have recognized the complexity 
of the problem as well as their responsi­
bility by maintaining extensive sys­
tems of internal control, by which the 
records kept by any one person are 
automatically checked by one or more 
other persons in unrelated departments, 
and of internal audit, by which tests 
are continuously made of the efficacy 
of internal control.
“It seems a fair statement to say that 
such devices, especially when properly 
applied by an internal auditor or con­
troller whose work is performed inde­
pendently of officials, are in large com­
panies apt to be more efficacious in 
uncovering irregularities than are the 
less frequent examinations by an inde­
pendent auditor. The latter, however, 
assumes responsibility in making an 
additional check, which if occasional 
and less detailed, derives great value 
from the independence and from the 
accumulated general experience of the 
auditor.”
Controllers’ Responsibility
The editor of the publication The 
Controller summarizes the address of 
Honorable Robert E. Healy, of the Se­
curities and Exchange Commission, 
which he gave to the Mid-Western 
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Conference of Controllers in Cleveland 
on May 15th, somewhat as follows:
The controllers hold the key to sound 
accounting in their companies and the 
outside auditor must rely to a great 
extent on the internal system of audit, 
checks, and balances. A definition of the 
controller’s authority accompanying the 
responsibilities within his own company 
is essential to satisfactory performance 
as it is the controller who puts the cor­
porate life on paper. To have these 
fundamental facts recognized by an 
important governmental agency, how­
ever, and to have them stated so con­
cisely and presented so clearly to busi­
ness executives, and to the public 
accounting profession is a development 
of no small significance which should 
serve to bring about worth-while changes 
in the internal organization of many 
companies and to clarify relations be­
tween controllers and public account­
ants.
What is sought by Mr. Healy is an 
improvement of corporate accounting 
and reporting, and responsibility for 
making these improvements is placed 
largely on the controller.
Conclusion
In conclusion I wish to emphasize 
that we, as independent accountants, 
should be content that management 
assume the prime responsibilities in 
connection with financial statements 
and reports. I believe that we, as inde­
pendent accountants, should voluntarily 
assume only those responsibilities con­
templated by the terms of our employ­
ment in those matters in which we are 
qualified.
It was Locke who said: “God knows 
our frailty and pities our weakness.”
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The Balance-sheet Is the Company’s
by F. F. Hahn
I am somewhat at a disadvantage to talk on the subject, Whose Bal­ance-sheet Is It? because, unlike my contemporaries who have preceded 
me, I have not prepared an advance 
paper on the subject. However, I shall 
give expression to a few rambling 
thoughts.
In the first place, I am of the firm 
conviction — and have been for a num­
ber of years before this became a moot 
question — that the balance-sheet and 
the related financial statements are 
those of the company and, likewise, that 
the representations contained therein 
are the representations of the company.
I am satisfied that until recent years 
the accounting profession has not given 
this subject serious thought and can 
well appreciate that situations do arise 
which might make it appear that the 
balance-sheet is that of the accountant. 
I have heard that when a certain foreign 
government attempted to float a bond 
issue in this country, the Securities and 
Exchange Commission was not satisfied 
with the data submitted, and in an en­
deavor to show the financial condition 
of that government, the Commission 
prepared a balance-sheet from such data 
as it was able to obtain. Now the ques­
tion might naturally arise, Whose bal­
ance-sheet was that? Was it the Com­
mission’s, or was it the foreign govern­
ment’s?
I have in mind an instance in which a 
firm of accountants issued a balance- 
sheet to which was appended five or six 
pages of footnotes containing qualifica­
tions and explanations. The Securities 
and Exchange Commission took excep­
tion to the statement in the form sub­
mitted and requested that the balance- 
sheet be recast to give effect to the omis­
sions, etc., which were covered by the 
footnotes. It was the accountants’ job 
to recast that balance-sheet. Here again 
the question might arise, Whose bal­
ance-sheet was it? I maintain it 
was the company’s balance-sheet. The 
accountants merely reassembled the 
figures and the representations which 
were contained in the company’s ac­
counts and supporting records.
It frequently happens that the ac­
countant takes exception to the ar­
rangement of the balance-sheet pre­
sented by his client. The reserves might 
be shown broad; it might include among 
current assets receivables or other items 
which are not current; it might include 
in the single item of surplus, various 
kinds of surplus, i.e., earned, paid-in, 
appreciation, etc. Now what happens? 
In the preparation of his report, the 
accountant merely rearranges or re­
groups the various items in the balance- 
sheet, and certainly this regrouping 
does not in any manner change the fact. 
It is still the company’s balance-sheet, 
and the representations contained therein 
are those of the company.
There is undoubtedly a blood rela­
tionship between the trial balance and 
the balance-sheet, and yet who would 
go so far as to say that the trial balance 
handed you at the commencement of 
your audit is the accountant’s trial bal­
ance? True, you probably copy this trial 
balance onto your working papers (and 
they are your working papers) but cer­
tainly it is not your trial balance. Now 
this trial balance, after adjustments 
have been applied, is in effect nothing 
more than a combination balance-sheet 
and income statement. You merely seg­
regate the figures into separate col­
umns; one column becomes essentially 
the balance-sheet, while the others be­
come the income and surplus statements.
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Again it becomes a matter of represen­
tation. The figures that are contained 
in that preliminary trial balance are the 
representations of the company, which, 
in due course, you proceed to examine 
and verify.
The statement has been made by a 
previous speaker that in a small concern 
without an adequate accounting staff, 
and in which the accountant draws off 
the trial balance from the books, the 
resulting balance-sheet is that of the 
accountant, whereas in a large concern, 
in which the client’s staff actually pre­
pares the balance-sheet, it is the com­
pany’s. This, I maintain, is a fallacy. 
The balance-sheet under all conditions 
is that of the company.
It often happens that an accountant 
is engaged to audit the accounts of a con­
cern for a current fiscal period, and as 
an incident to that engagement he pre­
pares the federal income-tax return for 
the year. Now the Federal Government 
requires a balance-sheet as a part of the 
tax return. The accountant prepares 
that balance-sheet; it is primarily a 
copy of the balance-sheet which ap­
peared in his audit report. Now, whose 
balance-sheet is that? Obviously the 
taxpayer makes the representations to 
the government, both as to his taxable 
income and as to his assets, liabilities, 
and surplus, and it therefore follows 
that all of the figures and statements 
contained in the tax return are those of 
the taxpayer. If the representations are 
fraudulent, who goes to jail? The tax­
payer. The accountant might follow, 
but we won’t go into that.
I am not attempting in this discussion 
to relieve the accountant of responsibil­
ity. There is a dual responsibility — 
that of the company as to the represen­
tations contained in the financial state­
ments, and that of the accountant for 
his expressed opinion regarding these 
representations. If the banker lends 
money, it is on the representations made 
by the borrower. If conditions are mis­
represented, as to financial condition, 
earnings, or what not, an action at law 
ofttimes follows. Who are the de­
fendants? The company and the man­
agement. The accountant, of course, 
might be drawn in; not for the repre­
sentations made, but for his written 
findings concerning such representa­
tions.
Some years ago, the American Insti­
tute of Accountants, in cooperation with 
the New York Stock Exchange, adopted 
a standard form of accountants’ report. 
This report emphasizes the fact that it 
is the company’s balance-sheet. Its 
opening preamble contains the state­
ment, “We have made an examination 
of your [author’s italics] balance-sheet.” 
Why, at this late date, should account­
ants take an opposite view? In spite of 
what has been said about the English 
cases in which this point was touched 
upon, it appears to me that the pre­
ponderance of evidence is all on the side 
of the company’s balance-sheet.
I opened my remarks by saying I 
have had a firm conviction for a number 
of years that it was the company’s 
balance-sheet. I know of a situation in 
which an accountant had made annual 
audits of a sizable industrial concern 
for a number of years. The stock of the 
concern was closely held; it was almost 
a family corporation. There was no 
funded debt; in fact the concern only 
rarely borrowed money from its bank 
for current needs. The prime purpose of 
the audit was to satisfy the owners as to 
the integrity of the accounts and the 
honesty of those responsible for the 
handling of the cash and other assets. 
The management had some fixed ideas 
on accounting subjects, one being that 
all reserves (depreciation, depletion, 
doubtful accounts, etc.) were appropria­
tions from surplus and as such should be 
shown on the credit side of the balance- 
sheet. The accountant acquiesced in 
this. He had never issued a formal certif­
icate, his report consisting of the usual 
comments on the company’s assets, 
liabilities, earnings, etc.
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This company was prosperous, and in 
due course it entered into negotiations 
with a rival concern, looking to the sale 
of its entire outstanding capital stock. 
During the course of these negotiations, 
the seller presented the auditor’s re­
ports, and on the basis of these reports, 
made certain representations to the 
buyer. The seller represented, for exam­
ple, that the current assets (which 
amounted to, say, $1,000,000 at the date 
of the last audited balance-sheet) would 
amount to not less than $1,000,000 at 
the date when the seller’s stock would 
be transferred to the buyer. These rep­
resentations were made on the basis of 
the balance-sheet. Now it is obvious 
that with the reserve for doubtful ac­
counts on the credit side — and this 
was a substantial item — that the cur­
rent assets did not amount to $1,000,000. 
If the seller had conferred with his ac­
countant, it is obvious he would not 
have made such a representation as to 
his current assets. Just as the deal was 
about to be consummated, the stock 
market broke, and the prospective 
buyer endeavored to find a means of 
breaking the contract. The seller’s rep­
resentation as to the current assets was 
the opening wedge. A lawsuit was 
threatened, and while the deal ulti­
mately was put through, it was on a far 
less favorable basis to the seller. Here is 
a clear instance of the company’s bal­
ance-sheet. If it had been the account­
ant’s, he would have deducted the 
reserves from the appropriate assets, and 
the controversy over this question of 
current assets never would have arisen.
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By Claud f. Harmon
I
t is generally understood by ac­
countants that the balance-sheet, 
which may or may not be certified, 
is the property of the client and his to 
do with as he pleases. The question 
today, so far as I am concerned, is to 
challenge this position, and to show 
beyond the question of a doubt that this 
balance-sheet is the property of the 
accountant and cannot be used after the 
certificate is attached without the per­
mission of the accountant. Upon the 
certification certainly at least the moral 
rights to this paper become the property 
of the accountant.
Naturally, in a country such as ours, 
we would look to the law for the in­
terpretation of property or equitable 
rights, and I find in the leading case that 
so far as the working papers of the 
accountant are concerned they un­
questionably, both legally and equit­
ably, belong to the accountant, and the 
client has no rights of any kind with 
reference to them. I also find a growing 
tendency in all governmental agencies 
and law-making bodies to hold the 
accountant more strictly to responsibil­
ity for his work as time goes on.
The certificate of a certified public 
accountant which reads, “We have 
made an examination . . . and certify 
that the above is a true statement of 
assets and liabilities as of the date 
shown,” is an assumption of respon­
sibility, and is definitely a statement of 
ownership.
I do not believe any well informed 
person will question my statement that 
public opinion is more and more in­
clined to hold a certified public account­
ant responsible, both legally and 
otherwise, for his work, and inasmuch 
as public opinion is undoubtedly the 
forerunner of law, I believe it is safe to 
assume that it is only a question of time 
until legislators, and perhaps the Con­
gress of the United States, will enact 
legislation incontrovertibly setting the 
responsibility of public accountants.
Accountants are prone to look at 
statements of facts for the support of an 
opinion, and the fact is that the ac­
countant does certify the balance-sheet, 
and by his doing so it becomes an en­
tirely different paper than it was before. 
In some instances at least, the change 
that takes place is comparable to the 
change that takes effect when a person 
of responsibility endorses a note, the 
note immediately becomes negotiable. 
To raise this point is to show the change 
in the nature of the balance-sheet prior 
to the certificate being attached — and 
after.
I sometimes compare the accountant 
in certifying a balance-sheet to the per­
son in law who leaves a place of safety 
and places himself in a place of danger. 
Certainly the public accountant knows 
this rule of law well enough to see my 
meaning.
I believe I can state without fear of 
successful contradiction that the certif­
icate of a public accountant on a 
balance-sheet does change not only the 
value of the paper, but transforms it 
into an entirely different instrument, 
and how anyone can say that this bal­
ance-sheet, after the certification, be­
longs to the client is beyond my power 
to comprehend.
To compare a balance-sheet certified 
to by a public accountant to the plans 
of an architect would not be a fair com­
parison. The documents or copies of 
documents prepared by attorneys would 
not be a fair comparison, because the 
papers are usually used for an entirely 
different purpose.
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I do not feel that the legal or moral 
rights in the balance-sheet which has 
been certified are comparable to the 
papers of any other professional person, 
for the reasons that the documents are 
used in a different manner, and public 
opinion has more or less molded the 
thought of the public that the plans of 
an architect are private property, and 
papers of a lawyer are the expressions of 
his client molded into proper form by 
the attorney, and the engineering work 
of the professional engineer is private, 
while, as I stated above, public opinion 
is more and more growing in the direc­
tion of making the public accountant 
responsible to the general public — and 
witness in this line the action of the 
federal government and certain state 
governments in asking for the certifi­
cate of the accountant on income-tax 
returns.
I believe that now public accountants 
must take time by the forelock, and they 
themselves accept responsibilities which 
they have not heretofore done. I also 
definitely believe that, if they do not do 
it themselves, they will be forced into a 
position of accepting the dictates and 
the ideas of some legislative body which 
might be even more drastic than that 
which they might plan for themselves.
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By Herbert W. McIntosh
M
r. Stempf has asked me to dis­
cuss the question, Whose
- Balance-sheet Is It? from the 
standpoint of its being the public 
accountant’s, although my views are 
that it is the client’s balance-sheet. I 
should like to consider why the question 
should arise.
Mr. Tremper has well covered in his 
comments the problems as between 
large and small concerns, so that I will 
omit my general discussion of the sub­
ject. I agree with most of his views. 
My approach to it is also from the 
standpoint of primary responsibility, 
and in that respect I am not in agree­
ment with his views as to the responsi­
bility in the examination of small con­
cerns.
The basis for the program of public 
accountant’s work is set forth in the 
Institute’s pamphlet, Examination of 
Financial Statements, which covers the 
scope of examination and gives a short 
form of report or certificate.
I believe there is little question of 
whose balance-sheet it is in the case of 
examination of large concerns. Quali­
fied accountants are serving as con­
trollers and have the financial state­
ments prepared for us before we com­
mence the year-end work. There we 
should clearly state that we have made 
an examination of the balance-sheet.
In the examination of small concerns, 
we experience instances when the books 
have not been closed. The client’s staff 
has tried to prepare necessary data for 
the closing entries, but due to lack of 
knowledge or inexperience he awaits the 
visit of the independent accountant to 
advise and assist him in the closing 
work.
Also we realize that the limited staff 
of the client does not provide means for 
an adequate system of internal check. 
Under these circumstances we consider 
the question of how much we shall ex­
tend the scope of our work before we are 
willing to express our opinion on the 
financial statements. We are brought 
home to the realization that we are 
making a more extensive examination 
of the books and accounts before we 
express an opinion. Do you want to 
take the primary responsibility that the 
financial statements are an adequate 
disclosure?
In the examination for large concerns, 
we arrange for letters from the man­
agement regarding the status of ac­
counts receivable, the accuracy of the 
inventory, and the adequate disclosure 
of liabilities.
Although the client is not submitting 
the balance-sheet to us for an expres­
sion of our opinion, is he not submitting 
the underlying facts and data to us with 
the object of supporting his presenta­
tion on the books of account, and for 
the purpose of showing that he is justi­
fied in representing the assets as being 
his property and the liabilities as being 
fully disclosed? Even though we make 
an extensive review of the accounting 
records and underlying data, we look to 
the client to inform us on transactions 
which have taken place and expect 
complete disclosure, adopting the pro­
cedure of obtaining letters on the status 
of the various items which will make up 
the balance-sheet.
In the examination of small concerns, 
where we have to seek for original data 
as to the position, it becomes more 
essential that the management realize 
its responsibility in placing facts before 
us. The presentation to the board of 
directors, the stockholders, or others 
interested is essentially its reporting 
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after obtaining the accountant’s advice 
and the report on his examination.
It is my opinion that if we consider 
we have made an examination of the 
books and accounts, and the balance- 
sheet is ours because the client has not 
prepared the statements, we are assum­
ing the primary responsibility as to the 
accuracy of the accounts and assuming 
unnecessary risks which are not justi­
fiable in our service as independent 
public accountants. Our work should be 
considered as a review and an inde­
pendent opinion thereon.
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BY EDWARD P. TREMPER, JR.
W
hose balance-sheet is it? is 
fundamentally a question of 
primary responsibility. If the 
balance-sheet is the client’s, the client 
is primarily responsible, and the re­
sponsibility of the accountant is 
secondary. If the balance-sheet is the 
accountant’s, his responsibility is pri­
mary, and there is no secondary respon­
sibility. There is ordinarily no review 
of his work.
Ten years ago accountants probably 
gave no thought to this question. If they 
did, it was but to assume that the 
balance-sheet was their own. The ques­
tion is important to the accountant 
today, and the answer is important in 
the trend of accounting development 
in the future. If the balance-sheet is the 
accountant’s he is in the position of 
a defendant. If it is the client’s, the 
accountant becomes a judge. Is an 
accountant merely skilled in the me­
chanics of accounts and their presenta­
tion, or is he an arbiter of accounting 
facts? The development of a profession 
may hinge on such a question as this.
Why is this question before us now? 
The proposed standard form of auditor’s 
report— “We have examined the bal­
ance-sheet, etc. ...” may be one 
reason, although the report also indi­
cates that other statements and account­
ing records have been examined and 
that the system of internal control and 
the accounting procedures have been re­
viewed. Perhaps another reason is the 
fact that the balance-sheet is actually 
prepared by the accountant, typed in 
his own office, and presented to the 
client, bound together with his report. 
A third reason has nothing to do with 
form or with procedure, but is due to a 
fundamental difference in types of clients 
for which accountants render services.
It is possible to classify clients into 
two broad categories: those in which the 
public has an interest, and those in 
which there is no public interest. Sup­
plementing this classification must be 
a conception of the meaning of public 
interest. The public in this connection 
must include the following:
1. Owners, either as stockholders or 
partners, when ownership is divorced 
from management.
2. Creditors, other than normal trade 
creditors. Included are bondholders, 
banks, and trade creditors under 
special circumstances.
3. The public in the ordinary sense as 
represented through various govern­
ment regulatory bodies.
4. Any person or persons not a part of 
management, but having an interest 
as a right.
It is apparent that accounting au­
thorities, by their phraseology, refer to 
clients in which the public has an in­
terest when they state that the balance- 
sheet is the client’s. Let us examine a 
few. Trouant, in Financial Audits, says, 
“The management and the directors 
must assume responsibility for the ac­
counts submitted to stockholders and 
creditors. . . .’’In Examination of Fi­
nancial Statements by Independent Pub­
lic Accountants appears this statement: 
“Accounts must necessarily be largely 
expressions of judgment and the pri­
mary responsibility for forming these 
judgments and preparing the financial 
statements in which they are reflected 
must rest on the management of the 
corporation.” Our own chairman, Victor 
H. Stempf, at the Eastern Four-States 
Accounting Conference this year, said, 
“Published financial statements are 
primarily the representations of man­
agement, and it is the function of the 
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certified public accountant to undertake 
such work as may be necessary to enable 
him to form an opinion as to the fairness 
of the representations of management.” 
The Securities and Exchange Com­
mission leaves no doubt as to their 
attitude on this question. In the Inter­
state Hosiery Mills case they stated: 
“The fundamental and primary respon­
sibility for the accuracy of information 
filed with the Commission and dissem­
inated among the investors rests upon 
management. Management does not 
discharge its obligations in this respect 
by the employment of independent 
public accountants, however reputable. 
Accountants’ certificates are required 
not as a substitute for management’s 
accounting of its stewardship, but as a 
check upon that accounting.”
From recent leading thought it would 
appear, and properly so, that the bal­
ance-sheet is the client’s if the public has 
an interest.
There are, however, a large number of 
business organizations in which the 
public has no interest. A substantial 
portion of the aggregate accounting 
practice of the United States is made 
up of services for this type of client. 
Such services are required as a matter 
of good business practice. They form a 
dependable base for decisions of policy. 
They promote clear thinking. They are 
a vital direct aid to business.
This second classification includes the 
following, none of which have creditors 
other than normal trade creditors:
1. Closely held corporations with active 
ownership.
2. Partnerships.
3. Small corporations with ownership 
and management identical.
4. Individual enterprises.
5. Any business in which the public, as 
defined above, has no interest.
Such organizations have no respon­
sibility to the public and make no 
primary representations. In the absence 
of primary representations it logically 
follows that the accountant’s respon­
sibility in these cases cannot be second­
ary and that the balance-sheet is the 
accountant’s.
There is another factor in connection 
with clients in this classification. Many 
of them are small and their internal or­
ganizations do not include employees 
capable of properly preparing a balance- 
sheet. In such cases there is no other 
balance-sheet than that of the account­
ant, and he must assume sole respon­
sibility.
Let us consider what effect, if any, 
such a segregation would have on the 
independent public accountant. First, 
looking to procedure. With either type 
of client, responsibility, although second­
ary in one case and primary in the other, 
remains basically the same. With the 
first type such responsibility is to a 
greater number, but not to a greater 
degree. The quality of procedures then 
should be fundamentally the same. The 
same care, skill, and judgment should be 
brought to bear in both classifications. 
The same accounting principles should 
govern. The same standards of practice 
should be maintained.
Looking now to the report. With 
clients in the second classification, 
there is no need of the short form of 
report. Such form is designed for wide 
dissemination of basic information. Its 
brevity is a necessary attribute, not a 
desirable one. With clients of the second 
type the short form can be eliminated. 
The report rendered to few in number 
can be more comprehensive, particu­
larly as to detail of explanation and 
scope of the examination. The wording 
of the report might well be altered to 
state more clearly the assumption of 
primary responsibility by the account­
ant. It would be an improvement to use 
a form specifically designed for the 
purpose.
To recapitulate, Whose balance- 
sheet is it? is a question of primary 
responsibility. It arises partly from the 
wording of the accountant’s report, 
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partly from the procedure in preparing 
reports, but mainly from a difference in 
types of clients. There are clients in 
which the public has an interest and 
there are others in which the public has 
no interest. In the first classification the 
primary responsibility is that of the 
client, and it is the client’s balance­
sheet. In the second classification the 
accountant’s responsibility is primary, 
and the balance-sheet is his. Both classi­
fications require the same quality of 
examination procedure, but considera­
tion should be given to the need for a 
clarification of the standard form of 
report to clients of the second type.
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ROUND-TABLE DISCUSSION
Extension of Accounting Practice
Leader: LINCOLN G. KELLY
September 19, 1939

Introduction
BY LINCOLN G. KELLY
T
he development and recognition 
of the accounting profession has 
been so rapid during the past two 
or three decades that the accountants 
who feel that it has been difficult for the 
profession to keep ahead of the growing 
demands made upon it may wonder 
why the American Institute and the 
state societies should concern them­
selves with the question to be discussed 
at this round-table session: “The Ex­
tension of Accounting and Auditing 
Practice.” While the recognition by 
the United States Treasury Depart­
ment, the United States Board of Tax 
Appeals, the Securities and Exchange 
Commission, and national stock ex­
changes evidence a real and growing 
public interest in the professional prac­
tice of accountancy, it is also true that 
there are still many people, including 
certain commercial and trade organiza­
tions and other business groups, who 
do not yet really understand the impor­
tance of accountancy to security hold­
ers, borrowers and lenders, taxpayers 
and tax collectors, directors and man­
agers of business, and many other 
classes of citizens. This is to some ex­
tent due to the fact that relatively few 
citizens come in close relationship with 
the work of certified public accountants, 
and unless they are properly informed 
they cannot be expected to have any 
real conception of the scope of the 
accountancy profession.
The expansion of industry in the 
United States, the enormous enhance­
ment of wealth, and a closer affiliation 
of business throughout the country, 
together with the enactment of federal 
and state income- and franchise-tax 
laws, have created an increased demand 
for a professional service which would 
render impartial, accurate, and skilled 
opinion. I think it can be said to the 
credit of accountants generally that 
they have been equal to the task of 
as uming these increased responsibili­
ties and, as members of the profession, 
we can be proud of the record that has 
been made.
Without in any sense minimizing the 
importance and the great responsibility 
devolving upon the profession to meet 
present-day problems in the fields where 
the accountant has received merited 
recognition, there are still many fields 
open in which the profession has not, 
it seems, made the contribution which 
it is thoroughly capable of making, 
and in which it really might be expected 
to function. Certainly a great deal of 
constructive work can be done by the 
American Institute of Accountants 
and by state societies in promoting 
proper public relations and in bringing 
about in the minds of the public, and 
particularly in those groups where the 
profession is not yet so well recognized, 
a proper conception of the professional 
work of public accountants. As a means 
of spreading the influence and the pros­
perity of the profession as a whole, this 
work is of primary importance.
Accountants in this country have not 
served in the fields of bankruptcy and 
receivership to the extent that the 
European accountants have; their serv­
ices have not been availed of to the full 
extent by labor unions and by consumer 
cooperatives, although both of these 
fields have had a phenomenal growth in 
this country in the past few years; and 
while for many years certified public 
accountants have carried on bank au­
dits and audits of building-and-loan 
associations, and while individual ac­
countants have extended their practice 
to cover certain trade, commercial, and 
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industrial units, as well as organizations 
within these groups, the certified public 
accountant has not played as large a 
role in these particular fields as he 
should, and there is today an oppor­
tunity for the profession, through the 
American Institute and the state so­
cieties, to largely extend public account­
ing practice into fields where heretofore 
the services of the public accountants 
have not been generally employed.
In the development of the profession, 
practising accountants throughout the 
country have sensed the importance of 
a strict code of professional ethics, and 
any program adopted to promote the 
extension of practice must conform to 
the highest professional standards. For 
this reason this work can be satisfac­
torily done only through the coopera­
tive effort of members working through 
national or state organizations. An 
exchange of ideas among individual 
practitioners throughout the country 
with respect to this important question, 
giving all members of the profession the 
benefit of the experiences of individual 
members, should be very valuable, par­
ticularly to state societies, in the adop­
tion of programs for the purpose of 
promoting the extension of auditing and 
accounting practice, and more thor­
oughly to inform the public with respect 
to the importance of independent au­
dits in American business progress. 
Further aims, as I see them, of such 
cooperation are: to overcome the earlier 
conception of the accountant’s function 
as being merely that of an expert book­
keeper, with no other duties than check­
ing, as to accuracy, the figures presented 
to him for audit; to inform the public 
and interested groups as to how the ac­
countant may function as a business 
adviser in many different fields; to 
develop an interest in cost accounting 
and the desirability of keeping cost­
accounting records to show the number 
of failures which are directly attribut­
able to a lack of knowledge on the part 
of solvent concerns regarding what 
their products cost, and the savings 
effected by concerns who operate up-to- 
date cost-keeping systems; to demon­
strate the importance of the reduction 
in labor turnover, and how this may be 
accomplished by the adoption of proper 
methods for recording the reasons for 
employees leaving the service of the 
company.
Many examples might be cited in­
dicating the development of separate 
phases of the accountant’s service to 
industrial and commercial enterprises; 
developing a closer relationship among 
accountants, lawyers, bankers, and 
other financial institutions; placing at 
the disposal of clients and prospective 
clients the services of the accountant’s 
librarian and the facilities of the ac­
countant’s library, or the libraries main­
tained by state societies and the Amer­
ican Institute of Accountants; and 
extending the use of the report of the 
certified public accountant by corporate 
management to include information and 
suggestions with respect to operating 
efficiency, credits, earnings, trends, 
obsolescence, taxation, and other fac­
tors vital to profitable operation.
The subject, “Extension of Account­
ing and Auditing Practice,” has been 
segregated into ten subtopics for the 
purpose of discussion at this round- 
table session. In discussing a subject of 
this nature it will be understood, of 
course, that the subtopics have been 
designated as a matter of convenience 
in an attempt to cover the subject as 
comprehensively as possible, and it 
may, therefore, not be appropriate to 
handle the discussion entirely in ac­
cordance with the numerical sequence 
of the subtopics.
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Extension of Accounting Services 
by State Societies
by T. Dwight Williams
I
n his letter of August 17th, the 
chairman stated that “a substan­
tial portion of the Institute mem­
bership believe that state societies, 
with the cooperation of the Institute, 
should take some steps to promote pro­
fessional accounting services to serve 
organizations, corporations not requir­
ing outside credit facilities, industries 
comprising a large number of small 
units, nonprofit enterprises, govern­
mental agencies, banks, and other 
business ventures which are not now 
regularly audited and which have not 
heretofore availed themselves of the 
services of certified public account­
ants.”
It seems to me that any program 
which a state society may adopt to 
promote the extension of accounting 
services must be designed to reach not 
only those organizations not now served 
by accountants, but also to expand the 
accounting services which accountants 
now render to other business organiza­
tions.
It is evident that the word “educa­
tional” summarizes the type of work 
which the state societies must perform 
to promote the extension of accounting 
services. The program should be de­
signed: first, toward educating the 
accountants as to the type of service 
they may expect to render not only to 
those smaller concerns and concerns 
not regularly audited, but to their 
present clients; second, toward reaching 
and educating the prospective client as 
to the nature and value of the services 
which accountants are prepared to 
render to them.
I believe the first of these two objec­
tives is the more important. One of my 
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friends with whom this subject was dis­
cussed within the last few days, made 
the following statement:
“ Frankly, I believe that only a small 
minority of practising accountants are 
conscious of the possibilities of broad­
ening the scope of their activities. 
Most of them are well versed in the 
art of preparing all-embracing financial 
statements covering historical informa­
tion. This more or less stereotyped 
form of report which we have fallen 
into may well continue to serve a useful 
purpose of comparison of corporations 
with a large number of stockholders and 
for certain credit grantors, but under 
rapidly changing economic conditions 
these condensed historical statements 
may be of little use, or a false guide for a 
management planning future opera­
tions.
“It is my opinion that public ac­
countants have failed and are continu­
ing to fail in the job of presenting what 
we may term ‘management figures’; 
i.e., figures which are presented in such 
a logical form as to develop the strength 
and weakness of the business opera­
tions.”
The management of the larger cor­
porations receive information through 
the executives of their accounting de­
partments, which enable them to ferret 
out and stop the leaks. Because of the 
cost, many smaller concerns cannot 
maintain, as a part of their permanent 
staff, personnel sufficiently trained in 
accounting to develop and present in­
formation needed by the management 
to properly plan for the future opera­
tions. The planning for and furnishing of 
such information to the management of 
smaller concerns is a field of activity for 
the public accountant which has not 
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been properly developed. Before an ac­
countant can hope to perform a satis­
factory service along this line, he must 
not only be well grounded in the theory 
of accounting in general but he must 
have a good working knowledge of cost 
accounting, budgeting, statement an­
alysis, etc.
State societies might, therefore, with 
the assistance of the Institute, arrange 
for short periods of intensive courses of 
study covering recent developments and 
practical application of cost accounting, 
budgeting, municipal accounting, and 
such other technical subjects as might 
be determined necessary. These lecture 
courses could be held at a time of the 
year convenient for the majority of ac­
countants at some central point in the 
state, possibly with the cooperation of 
the state university. The various sub­
jects would, of course, be in charge of 
an outstanding authority and it would 
be necessary to charge a fee to cover the 
expense.
The answer to the problem of prep­
aration lies ultimately with the indi­
vidual accountant, but there is much 
that the state societies can do in making 
available to the practitioner the ex­
perience of men familiar with the latest 
developments in the various phases of 
management accounting. Each state 
society will, I think, have to work out 
its own program to best fit the needs of 
the majority of the members of that 
society. A program which would be 
beneficial to the Massachusetts Society 
might not meet the needs of the mem­
bers of the Oklahoma or Texas Society. 
At this point the American Institute, 
through its research department and 
other members of its staff, could be of 
much service to the state societies.
The second point, that of reaching 
and educating prospective clients as to 
the nature and value of the service 
which accountants can render, presents 
a question upon which I am sure there 
will be a great difference of opinion. 
Some accountants believe that a care­
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fully planned publicity program car­
ried on by the state societies will be of 
great benefit. Others do not think so.
Just before leaving my office, I re­
ceived a form letter from one of the 
larger surety companies in this country. 
I was impressed by one statement made 
in that letter to the effect that “defalca­
tion-claim files of surety companies 
would indicate a large field for the 
accounting profession in setting up 
proper internal control in banking in­
stitutions.” The surety company is 
quite naturally interested in decreasing 
its loss on fidelity bonds.
Most of the larger banks, I am sure, 
have a well planned system of internal 
control and their own internal auditing 
department to supervise and check up 
on the operation of that system. There 
must be several thousand banks in this 
country who have given little or no 
thought to the installation and opera­
tion of a proper system of internal 
control. All of you, I am sure, are famil­
iar with examples of defalcation in 
banks which could have been prevented 
by the application and enforcement of a 
well planned system of internal control.
Some banks throughout the country 
have their directors’ examinations made 
for the committee by certified public 
accountants. It would, I believe, not 
only be beneficial to the community as 
a whole, but would add to the financial 
safety of the board of directors and 
stockholders of the bank if all banks 
would adopt a policy of having these 
directors’ examinations made under the 
supervision of a certified public account­
ant. Just how to sell this idea to bankers 
in general is a problem which I am sure 
cannot be solved here today.
The state accountants’ society might 
arrange with the state bankers’ associa­
tion to have certified public accountants 
address regional meetings of the bank­
ers’ associations. These addresses could 
be so planned that they would discuss 
not only the proper presentation of 
financial statements of concerns apply-
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ing for loans from the banks, but also 
point out to the bankers the possibility 
of accountants rendering a service to 
the bank in connection with its own 
operations. As a matter of fact, this idea 
of having speakers appear before bank­
ers’ meetings could and should be ex­
tended to include meetings of the several 
trade associations.
Such a program would require that 
the state society establish a speakers 
bureau. Much consideration should be 
given to the selection of speakers for 
this bureau, so that a favorable impres­
sion would be made for the accounting 
profession whenever one of these speak­
ers addressed an association meeting.
As a part of its public-relations pro­
gram, the state society might arrange 
for a series of meetings with related 
professions. In this way we might learn 
how we could better serve these pro­
fessions, and they might become in­
formed as to the services we can per­
form for them. It would seem that such 
meetings could _be made mutually 
profitable.
The only other method of reaching 
prospective clients that I have been 
able to conceive would be to run, under 
the name of the state society, a carefully 
planned series of advertisements in the 
several trade publications, directed 
toward telling the story of the public 
accountant and the service which he 
does and can render to the community. 
I am not at all sure that this is desirable, 
but I am quite sure a great many ac­
countants think it is not. I am also sure 
that no immediate result measurable in 
dollars and cents would be noticed. The 
state society could conduct such an 
advertising program where it would be 
improper and unethical for an individ­
ual or a firm to attempt to do so. There 
is, I am sure, a great difference in 
opinion as to the desirability of state 
societies adopting such a program.
Mr. Kelly, in his letter of the 17th, 
said:
“The staff of the American Institute of 
Accountants has made some investigation 
and has suggested that some construc­
tive work might well be undertaken 
by organized groups of accountants 
in an effort to extend accountancy 
practice to the following types of or­
ganizations: labor unions, bankruptcy 
and reorganizations, receiverships, con­
sumer cooperatives, banks, and build­
ing-and-loan associations. A program 
might also be initiated to increase the 
demand for the services of accountants in 
connection with industrial arbitration.”
This is a fine start. Let the Institute 
furnish this information to the state 
societies, who will attempt to carry out 
the detail work in their localities and 
put the educational program in motion 
if it has not already started.
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Appointment of Certified Public Accountants 
as Receivers or Auditors for Receivers
By John P. Dawson
I
n any discussion of this subject, the 
importance of the new federal 
bankruptcy law (known as the 
Chandler act), which became effective 
on September 22, 1938, must be consid­
ered. As you know, the Chandler act 
does not repeal the old 1898 bankruptcy 
act, but is merely amendatory thereof.
So much has been printed regarding 
this important act that it is unnecessary 
to quote at length therefrom. Under the 
head, however, of duties of trustees 
under that act, the following is interest­
ing to accountants:
“The duties of the trustee under 
chapter X of the act are considerably 
enlarged over those prescribed by the 
former law known as 77-B. If the judge 
so directs, the trustee shall forthwith in­
vestigate and report to the judge upon 
the acts, conduct, property, liabilities, 
and financial condition of the debtor, 
the operation of its business and the 
desirability of the continuance thereof, 
and any other matter relative to the 
proceeding or to the formulation of a 
plan for reorganization.”
The foregoing quotation summarizes 
a line of activity for which accountants 
are peculiarly adapted.
The work of an accountant of value 
to a trustee under chapter X of the 
Chandler act was well summarized by 
Robert I. Barry, of the reorganization 
division of the Securities and Exchange 
Commission, in an article which ap­
peared in the issue of The Journal of 
Accountancy of March, 1939, as follows: 
“ 1. Audit work, necessary where finan­
cial statements audited by repu­
table accountants within a reason­
ably recent date were not obtained 
by the debtor prior to the appoint­
ment of the trustee. Audit work on 
order of the trustee might not be 
essential where such statements 
are available.
“2. Investigative work to disclose 
causes of action, if any, which 
should be instituted for the benefit 
of the estate. This would involve a 
survey of the business finances and 
management from inception with 
expansion of the broad program in 
spots where it appears necessary.
“3. Survey of the financial status of the 
debtor and its operations cur­
rently, and prospective future earn­
ings, together with other account­
ing information essential to the 
formulation and consideration of a 
plan of reorganization.
“4. Assistance to the trustee in the ac­
counting aspects of the formulation 
of a plan of reorganization. This 
would involve such questions as the 
revaluation of property from an ac­
counting standpoint, the capital 
structure of the reorganized com­
pany, fairness of the equity of the 
distributions made between various 
classes of creditors and security 
holders, together with many other 
points of information not discussed 
herein essential to a proper consid­
eration of the feasibility and fair­
ness of each plan of reorganization 
which may be evolved.”
There is another group of services not 
directly related to reorganization, in­
volving assistance during the trustee­
ship, composed of tax services, system 
work, and other functions relative to the 
operation of the debtor’s business by 
the trustee.
In England accountants have been 
more fortunate than in this country in 
being entrusted with work of this kind, 
and the reasons therefor were summa-
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rized in a recent English accounting 
magazine as follows:
“1. The training of accountants en­
ables them to state whether or not a 
business is capable of being resus­
citated to the advantage of all 
concerned.
“2. The settlement with the creditors 
involves compromises with respect 
to contracts containing onerous 
covenants such as leases and call 
for that fearless adjudication based 
upon facts which is inherent to any 
good accountant.
“3. The realization of assets is more 
likely to produce better results 
under the guidance of a profes­
sional accountant.”
One important point should be kept 
in mind in any such discussion. As many 
of you know, there have been many re­
cent criticisms by the American Bar 
Association as to assignments being 
undertaken by accountants which are 
considered to be purely legal work, and 
we, as accountants, should be careful to 
restrict our acceptance of instructions in 
connection with receiverships to that 
which may be held to be purely ac­
counting as distinct from legal work.
It seems to me that many avenues to 
this line of work are open to account­
ants, and it is a matter for regret that 
accountants in this country so seldom 
receive appointments for such work, 
and I should now welcome a discussion 
of the subject.
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The Role of Accountants in Bankruptcy and 
Reorganization Cases
By Oscar moss
T
he amendments to the bank­
ruptcy laws of the United States, 
otherwise known as the Chandler 
act, are the most comprehensive in their 
effect as to practice of this branch of 
the law of any enacted since the enact­
ment in 1898 of the bankruptcy act. 
Only six sections of the lengthy law 
remained unchanged. The new law 
went into effect just about a year ago; 
to be exact, three months from June 22, 
1938.
For the purpose of this discussion, I 
do not believe it is necessary to con­
sider at any length those features of the 
general bankruptcy law which have not 
changed materially as far as the 
accountant is concerned; you are 
all doubtless sufficiently familiar with 
bankruptcy procedure and the account­
ing aspects thereof other than perhaps 
the reorganization provisions.
However, as a matter of background, 
I should like to mention very briefly 
the connection of the accountant in the 
average bankruptcy proceedings. This 
is not to say that the public accountant 
is invariably or even usually called in 
to help the trustee or the receiver pre­
pare and present his accounts to the 
courts. At this point I am content 
merely to call your attention to the 
law as it may affect accountants and 
leave the question of what steps may be 
taken to secure work of this nature for a 
later discussion.
Of course, as accountants we should 
begin with the proposition that had the 
bankrupt employed regularly public 
accountants, shall we say members of 
the American Institute of Account­
ants, and furthermore, had he carefully 
listened to their advice, there would 
have been no bankruptcy. Be that as it 
may, had such a millennium arrived, 
this session of the convention on the 
extension of auditing and accounting 
practice would not have been required. 
But let us return to the subject.
After the petition is filed against a 
person alleging the commission of cer­
tain acts of bankruptcy, such person 
may deny the allegations, and at the 
ensuing hearing and before, if ordered 
by the court to do so, appear in court 
with his books, papers, and accounts. 
The burden of proving solvency or 
ability to pay his debts as they mature 
rests upon him. (Ch. III, Sec. 3 (d))
Among the duties of the bankrupt is 
the preparation under oath, within five 
days after adjudication if an involun­
tary bankrupt, and with his petition if 
a voluntary bankrupt, a schedule of his 
property in detail, a list of his creditors, 
including contingent, unliquidated, and 
disputed claims, as well as his claim for 
exemptions. (Ch. III, Sec. 7 (a) (8))
Among the duties of the trustee or 
receiver are to
“report to the courts in writing the 
condition of the estates, the amount of 
money on hand, and such other details 
as may be required by the courts, 
within the first month after their ap­
pointment and every two months there­
after; make final reports and file final 
accounts with the courts fifteen days 
before the days fixed for the final meet­
ings of the creditors; and lay before the 
final meetings of the creditors detailed 
statements of the administration of the 
estates.” (Ch. V, Sec. 47 (12, 13, 14))
Before passing on to chapter X of the 
Chandler act, relating to reorganiza­
tion, I should also like to touch upon 
146
Bankruptcy and Reorganization Cases
the accounting provisions of chapter XI 
relating to “Arrangements,” which in a 
way is a special proceeding within a 
bankruptcy proceeding, either before or 
after a debtor’s adjudication. Art. II, 
sec. 306 (1), defines that “‘arrange­
ment ’ shall mean any plan of the debtor 
for the settlement, satisfaction, or ex­
tension of the time of payment of his 
unsecured debts, upon any terms.”
A petition filed under this chapter 
shall state that the debtor is insolvent 
or unable to pay his debts as they ma­
ture, and shall set forth the provisions of 
the arrangement proposed by him. 
(Sec. 323) The petition shall be accom­
panied, among other things, by “the 
schedules and statement of affairs, if not 
previously filed.” (Sec. 324 (2))
I will now discuss briefly the most 
sweeping change of the Chandler act, 
namely chapter X, dealing with cor­
porate reorganizations as affects ac­
countants. This chapter supersedes 
section 77b of the bankruptcy law and 
to a considerable extent is the result of 
recommendations made to Congress by 
the Securities and Exchange Commis­
sion after investigations of the work, 
activities, personnel, and functions of 
protective and reorganization commit­
tees. The duties and responsibilities of 
trustees are considerably enlarged, and 
the Securities and Exchange Commis­
sion participates in the procedure. We 
are not concerned with the legal aspect 
of the act, but a review of its salient 
features of special interest to the ac­
countant is necessary for a better un­
derstanding of accountants’ relation to 
the act.
Section 126 of article IV provides as 
follows:
“A corporation, or three or more 
creditors who have claims against a 
corporation or its property amounting 
in the aggregate to $5,000 or over, 
liquidated as to amount and not con­
tingent as to liability, or an indenture 
trustee where the securities outstand­
ing under the indenture are liquidated as 
to amount and not contingent as to 
liability, may, if no other petition by 
or against such corporation is pending 
under this chapter, file a petition under 
this chapter.”
The petition, among other things, must 
state that the corporation is insolvent 
or unable to pay its debts as they 
mature.
Under article VII, section 156, it is 
now mandatory, instead of merely per­
missive, for the court to appoint one or 
more trustees if the indebtedness of a 
debtor, liquidated as to amount and not 
contingent as to liability, is $250,000 or 
more. Under the restrictions in the re­
organization proceedings, any trustee 
appointed under this chapter shall be 
disinterested. If such indebtedness is 
less than $250,000, the judge may ap­
point one or more trustees, or he may 
continue the debtor in possession. In 
any case where a trustee is appointed, 
for the purposes specified in section 189 
of the act, the judge may appoint as 
additional trustee a person who is a 
director, officer, or employee of the 
debtor.
Section 163 provides that upon ap­
proval of a petition where the debtor is 
continued in possession, the debtor shall 
prepare under oath and file in court a 
statement of a schedule of its property, 
a schedule of its creditors, and a sched­
ule of its stockholders. Under section 167, 
and this is important, the trustee, upon 
his appointment and qualification, shall, 
if the judge shall so direct, forthwith 
investigate the acts, conduct, property, 
liabilities, and financial condition of the 
debtor, the operation of its business and 
the desirability of the continuance 
thereof, and report to the judge. Like­
wise, the same section provides that at 
the earliest date practicable, the trustee 
shall prepare a report of the foregoing, 
in such form and manner as the judge 
may direct, to the creditors, stock­
holders, indenture trustees, the Secur­
ities and Exchange Commission, and 
such other persons as the judge may 
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designate, and shall give notice to the 
creditors and stockholders that they 
may submit to him suggestions for the 
formulation of a plan, or proposals in 
the form of plans, within the time 
therein named.
The words of the act require only a 
“brief” statement, but it seems evident 
from the context that the brevity of the 
report must be commensurate with the 
investigation upon which it is based and 
must be sufficiently thorough to enable 
interested parties to form sound con­
clusions. It should also be mentioned 
that in the report to the court, the 
trustee must disclose any facts known to 
him pertaining to fraud, misconduct, 
mismanagement, irregularities, and any 
causes of action available to the es­
tate.
Of particular interest to accountants 
is the provision of paragraph 4 of section 
167, which reads, “may, subject to the 
approval of the judge, employ such 
person or persons as the judge may 
deem necessary for the purpose of 
assisting the trustee in performing the 
duties imposed upon him under this 
chapter.” This provision permits the 
trustee to employ accountants, lawyers, 
engineers, and other management ex­
perts for the purpose of adequately per­
forming the technical duties placed 
upon him.
It is also of particular interest to 
accountants that under the provisions 
of section 172, before the approval of 
any plan, the judge may, if the sched­
uled indebtedness of the debtor does 
not exceed $3,000,000, and shall, if such 
indebtedness exceeds $3,000,000, sub­
mit to the Securities and Exchange 
Commission for examination and report 
the plan or plans which the judge re­
gards as worthy of consideration. Such 
report shall be advisory only. If we are 
to judge by the requirements of the 
Securities and Exchange Commission 
in other matters, it is reasonable to ex­
pect that any reports submitted con­
cerning the financial position and opera­
tion of the business should be prepared 
by accountants.
Section 189 provides for the operation 
of the business and management of the 
property of the debtor by a trustee or 
debtor in possession, and during such 
operation or management, such trustee 
or debtor shall file reports with the 
court at designated intervals. Section 
190 provides that the reports shall be in 
such form and contain such information 
as the court may prescribe. The court 
shall direct copies or summaries of 
annual reports, and may direct copies 
of other reports or summaries, to be 
mailed to the creditors, stockholders, 
and indenture trustees, and may also 
direct the publication of summaries of 
any such reports. The Securities and 
Exchange Commission may recommend 
the form of such reports or summaries.
Article X deals with the plan of re­
organization and what it shall provide 
and contain. Section 216 under this 
article is made up of fourteen para­
graphs, which I shall not take the time 
to describe. However, I do wish to 
point out that paragraph 12 (b) of this 
article and section, which states that 
the charter of the debtor or any corpora­
tion organized or to be organized for the 
purpose of carrying out the plan, must 
include “provisions which are fair and 
equitable and in accordance with sound 
business and accounting practice” and 
“in the case of a debtor whose indebted­
ness, liquidated as to amount and not 
contingent as to liability, is $250,000 
or over, provisions with respect to the 
making, not less than once annually, 
of periodic reports to security holders 
which shall include profit-and-loss 
statements and balance-sheets pre­
pared in accordance with sound business 
and accounting practice.”
Reverting now to section 179, “after 
a plan has been accepted in writing, 
filed in court, by or on behalf of creditors 
holding two-thirds in amount of the 
claims filed and allowed of each class, 
and, if the debtor has not been found 
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to be insolvent, by or on behalf of stock­
holders holding the majority of the 
stock,” the judge shall fix a hearing for 
the consideration of the confirmation 
of the plan.
It is evident that the procedure laid 
down in chapter X of the Chandler act 
offers many opportunities for the exer­
cise of the accountant’s special talents. 
As has been said by S.E.C. Commis­
sioner Jerome N. Frank:
“Reorganization chiefly involves the 
problems of corporate finance and 
management; it requires an inquiry 
into the causes of the financial collapse 
of the corporation; and into its worth, if 
salvaged as a going concern; and, if 
reorganization instead of liquidation is 
determined upon, how can this best be 
accomplished upon a basis economi­
cally sound. The answers to these ques­
tions will necessitate inquiry, among 
other things, into general economic 
factors, competitive conditions in the 
industry, its trend of demand, and its 
price policies, as well as inquiry into 
more immediate questions such as in­
volve the quality of its management. 
More narrowly, there will have to be 
inquiry into earnings in the past and 
the conservative prediction of future 
earnings, and on the latter basis, a 
determination of what would constitute 
a sound capitalization and financial 
structure. These constitute the most 
important aspects of reorganization. 
They are not legal problems.”
If accountants are alert to the many 
possibilities for the rendering of service, 
they will be amply rewarded. Upon 
enactment of the law, a number of en­
gineering firms circularized the legal 
profession throughout the country call­
ing attention to the importance of 
proper valuation and appraisals in con­
nection with reorganizations. This sug­
gests, of course, that the American In­
stitute of Accountants or the state 
societies could engage in some type of 
dignified publicity in which the training 
and the experience of the certified 
public accountant can be impersonally 
recited. Then again, invitational meet­
ings with lawyers and judges for the 
exchange of information on the sub­
ject, perhaps in the form of a sympo­
sium, could be undertaken by local 
societies and chapters. For my part, I 
am a strong believer in societies and 
chapters meeting with the legal pro­
fession and the judiciary for reasons 
other than the particular one now under 
discussion. I do not believe there is an 
adequate appreciation of the many 
types of services a qualified accountant 
can render, besides the mere prepara­
tion of a technical accounting report. 
In my opinion, an accountant who has 
some familiarity with the provisions of 
the Chandler act, and with the proper 
experience background, is in an excel­
lent position to advise a client from the 
management standpoint regarding the 
desirability of reorganization. Likewise, 
the accountant should be able to take 
an active part in the formulation of a 
reorganization plan, as well as in the 
management of the business during the 
proceedings.
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Accounting Specialists
by william J. Taylor
W
hat is the extent of the oppor­
tunity for developing special­
ized types of practice and what 
should be the function of state societies 
to promote the extension of practice in 
such fields?
Specialized practice would probably 
be defined as one in which accountants 
represent themselves as being particu­
larly expert in a certain line of industry 
or endeavor and as better prepared to 
serve than one who made no such 
representations.
A professional accountant worthy of 
the title should be in a position to avail 
himself of the last word in practice 
procedure in any type of business ac­
tivity, and except for the smoothness of 
execution resulting from familiarity, he 
could claim to be a specialist in almost 
any line, if he so desired.
Several years ago our firm was being 
constantly annoyed by solicitation of 
our clients by a large national firm of 
accountants whose chief selling point 
was that they specialized in our clients’ 
particular line of business and were 
therefore much better equipped to 
serve them than we, who had been doing 
the work for years. This same firm 
claimed, among other things, to be 
specialists in the steel industry and 
made a great to do about their quali­
fications as experts in the steel line. 
Shortly after making an audit of a 
certain steel company, this accounting 
firm was sued because part of the in­
ventory had been included in the assets 
twice, and it was contended that with 
proper care this duplication could not 
have occurred. Thus a specialist ac­
countant in the steel industry did not 
seem to be a specialist in accounting.
Personally, I do not believe in an 
accounting firm’s specializing in any­
thing. If the firm is well organized and 
staffed, it should be able to work out 
any situations that arise, availing itself, 
if necessary, of sources of information 
open to all certified public accountants 
and members of the American Institute 
of Accountants. I do not mean to con­
vey the idea that the entire personnel 
should be equally well fitted for every 
different type of engagement that 
comes along. Some have a special apti­
tude for one kind of work and some for 
a different sort, but a good accountant 
whose education and training is ade­
quate, will, as a general proposition, be 
able to handle almost any sort of en­
gagement with credit, although by 
reason of his personal interest in this or 
that special type of work, he soon earns 
a reputation as a specialist. As a matter 
of fact, his value is not in his specialty, 
but in his general fitness as an ac­
countant.
An expert accountant is a specialist 
in accounting. To be a specialist in a 
specialty seems rather far fetched.
Chick Sale was a specialist, and no 
doubt a good one in his line, but I 
doubt if he got much more than the 
moral satisfaction of artistically build­
ing an article of great utility and mak­
ing a modest living. Had he held him­
self out to be a general contractor, but 
one who gave assurance that a small 
job was welcome and would have the 
same attention as a big one, he no doubt 
would have been in a better position to 
ride his hobby and make a better 
living.
Special types of practice might fall 
under various heads, as, for instance, 
serving as trustees, receivers, executors, 
administrators, arbitrators, etc., or as 
accountants for them as well as for 
labor unions, consumer cooperatives, 
etc.
Developing these types of practice 
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would seem to require first of all that 
the public should be educated to the 
idea that the accountant is more than a 
high-grade bookkeeper, that he has 
spent many years in preparation for 
his vocation, both through the necessary 
schooling and through the experience 
gained in actual practice. This educa­
tion of the public could probably be 
best accomplished if state societies 
would get behind a workable program 
designed to accomplish this result. 
Such a program could consist of lobby­
ing to have judicial selection of compe­
tent auditors made mandatory. In­
dividual members of the profession 
could contribute to such lobbying, but 
their best service would seem to be in 
cultivating the acquaintance of judges 
of the various courts and, as oppor­
tunities offer, to make known to them 
the special qualifications possessed by 
qualified accountants to serve in these 
capacities.
Such a program, however, would lose 
part of its effectiveness if each state 
society cut loose on its own program 
without consideration of what their 
neighbors might be doing. It would be 
quite likely that different viewpoints 
would develop, and possibly contradic­
tory state legislation, ending in conflict 
of interests and destroying the whole 
program.
To obviate the possibility of such a 
catastrophe, the American Institute of 
Accountants, through a special com­
mittee, aided by the Institute staff, 
could lay out a program with the help 
of the state societies that would at 
least be consistent and avoid conflict 
between various state societies.
The Institute committee could make 
a study of the best methods to adopt 
and recommend a plan of procedure to 
the state societies. This plan could then 
be adopted, subject to modifications 
when necessary because of local condi­
tions, by the state societies supported 
by local chapters and individual mem­
bers. The Institute could continue to 
serve by gathering data of progress and 
experience, and make it available to 
all who participate in the program.
Another aid that the Institute could 
furnish would be news data and pub­
lished articles drawing attention to the 
qualifications of certified public ac­
countants for various types of services, 
some of which may not at present be 
considered by the public generally as 
lying in our field.
Such a program should take the form 
of a field campaign of a great army. 
The Institute should be the general 
staff and plan the campaign. The state 
societies would be the divisional head­
quarters responsible for local results, 
and the fighting force would be that 
vast army of accredited accountants 
with an objective in view and the will 
to carry on until it is attained.
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Development of Specialized Types of Practice
By h. h. Smith, jr.
B
y specialized types of practice, 
I presume are meant those types 
of services not usually associated 
with audit or tax work normally under­
taken by every practitioner. These 
specialized types of services would in­
clude, among other things, revision of 
office routine, personnel recommenda­
tions, design and installation of ac­
counting and cost systems, wage-incen­
tive plans, and many other kinds of 
engagements not usually connected in 
the mind of the average person with 
the work of a public accountant.
Another type of special service work 
which may come to the fore again is 
that connected with excess-profits taxes 
in wartime, amortization of war facil­
ities cases, etc. While none of us want 
to extend our practices as a result of 
disaster, the possibility should not be 
ignored that such engagements may be 
forthcoming. If so, we should be able 
generally to render much better service 
to our clients than at the time of the 
last war, when income taxes were com­
paratively new and there was not a 
great body of cases as precedents.
It is really surprising how little people 
know, even a few in the management 
end of big enterprise, with respect to 
what the public accountant has to offer 
in the way of services. The old idea still 
persists that the detection of fraud and 
the “experting” of the books are the 
auditor’s principal functions. With such 
lack of knowledge, then, the possibil­
ities of extension of practice must be 
very great.
I have recently come in contact with 
a good example of this sort. To my 
knowledge, one of the largest industrial 
concerns in the United States is at the 
present time completely revamping its 
cost systems in all plants throughout 
the country. This concern is one which 
has had a cost system and general 
accounting system in use for a great 
many years, and the company’s suc­
cessful operations have depended in no 
small part on having accurate costs. If, 
then, this large company is now scrap­
ping its old system, there must be 
thousands of smaller concerns which 
could do the same thing to good 
advantage.
It seems to me that the extent of the 
opportunities along special service lines 
are limited only by the development of 
specialists in such service. A new office 
system is rarely something as concrete 
or definite as a balance-sheet. However, 
the installation of such a system may 
require far different ability than that 
required for an audit. With the broad­
ening of our field of endeavor, the need 
for specialization increases. This has 
been true of all of the older professions 
and is a fact to be faced in ours. For 
instance, in the list of topics to be dis­
cussed at this round-table meeting were 
the services of accountants in industrial 
arbitration, appointment as receivers, 
and in reorganizations. Now the ac­
countant who is qualified to perform 
such types of services surely is a 
specialist and has perhaps peculiar 
capabilities and training. We do not 
find general practitioners in other pro­
fessions holding themselves out as 
capable of rendering any service needed, 
and, as accountants, we will increase our 
own stature whenever we make the 
same admission.
The problem, therefore, as I see it, is 
largely educational, and it is here that 
the various state societies may be help­
ful. Where one practitioner might hesi­
tate to admit to another that he could 
use assistance in a special type of en­
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gagement, he perhaps would be glad of 
the advice and opinion of a number of 
men whom he considered authorities. 
This could be worked out through a 
questionnaire furnished to all society 
members, requesting a frank statement 
of their qualifications for certain enu­
merated types of special services, and 
arrangements made for them to give 
their opinions on concrete questions.
The idea might be followed through 
that certain of these men address their 
respective society meetings. The pro­
gram of such a meeting is usually de­
voted to questions of auditing or taxes.
In looking to the possibilities of ex­
tending our activities on special service, 
we should not overlook the fact that 
many times the impetus for such an 
engagement will come from some other 
source than the client direct, such as 
company’s bank, its attorney, trade 
associations, etc. The various societies 
now generally have adequate means for 
familiarizing such sources with the 
special types of service which the ac­
countant is qualified to render, and I do 
not think anything further is necessary 
in this respect.
Naturally, any activities on the part 
of state societies can only supplement 
the work which must be done by the in­
dividual. Without exception, all of the 
accountants I know whom I consider 
experts on some special type of service 
have labored long to become proficient 
in their particular field.
We cannot overlook, either, the fact 
that many accountants have been faced 
head-on with the problem of rendering 
special service. Probably a good many 
of you had difficult problems with rela­
tion to the two securities acts when the 
ink was scarcely dry on the statutes. 
This I would class as the involuntary 
type of extension of special types of 
service.
It may sound like a large order of 
work that I have outlined for those who 
wish to extend their practice to special 
fields. However, I know of no royal 
road to proficiency. The work is inter­
esting, the opportunities are good, and, 
above all, there is a real chance to 
render real service. Relations with many 
good audit clients have become much 
closer through intelligently rendered 
special service.
153
Publicity Programs to Be Undertaken by 
State Societies
BY J. HAROLD STEWART
You may remember that at the outset, Mr. Kelly said Mr. Wil­liams’ portion of the program and mine overlapped. I came with a pre­
pared outline of what I intended to say, 
but Mr. Williams has so completely 
covered most of the things I had in 
mind that, as time is of importance, I 
am not going to burden you by repeat­
ing the things which have been so well 
said. However, there are still a few 
picks of meat left on the turkey.
As we find it, the chief source of pub­
licity on the part of state societies lies 
in their meetings. In Massachusetts we 
try at least once a year, as Mr. Springer 
has indicated, to get a speaker on some 
subject of general interest who com­
mands enough attention to get the busi­
ness community to come to our meet­
ings, take a look at us, talk with us and, 
we hope, go away with a favorable 
impression.
Publicity along that line is much 
better defined by the American Insti­
tute. Mr. Gale has laid down an outline 
for a publicity program to which I 
couldn’t add anything. It is very com­
plete and is available to every state 
society. The manner in which it is used 
is, of course, susceptible of variation. 
There are some societies that can afford 
to spend money to employ publicity 
agents, and I know of experimentation 
that has been successful. One difficulty 
is that frequently the publicity agent 
thinks, when he is selling accounting 
services, that he is doing the same job 
as when he is selling soap. The result is 
that you have to be ever watchful that 
whatever publicity you get is dignified.
There is another piece of meat on the 
turkey, which is this: There is the nega­
tive side of publicity. That is, every so 
often we find in the press or on the radio, 
or perhaps by word of mouth, some 
statement which is derogatory to the 
profession in general. I think it is the 
function of the publicity committee of a 
state society to run down the facts in 
each particular case, sift them and, if 
we have a real grievance, see that, so 
far as we are able at the late date when 
we obtain the information, the facts are 
made clear.
For instance, we had a recent case in 
Massachusetts, in connection with the 
removal of a public official, in which a 
contractor was interrogated as to 
profits he had made on a particular 
contract. The governor of the state was 
represented by counsel, and produced 
as a witness an accountant who was 
not a certified public accountant. The 
defense produced a witness who was a 
certified public accountant. The follow­
ing day an editorial appeared in one of 
the papers which was entitled “Ac­
countants, Too” and said that whereas 
previously the testimony of a reputable 
certified public accountant had always 
been considered of some real value, ap­
parently we had now come in the class 
of alienists, where you could get what 
you wanted if you paid for it. The 
reason was that the fellow who was not 
a certified public accountant testified 
that the profit on a $52,000 job was 
$28,000. The certified public accountant 
testified that the contractor’s net taxa­
ble income for the year was $7,000. 
Some cub reporter confused the citing 
of the two figures and compared them. 
They were compared editorially. The 
absurdity of the evidence, when it was 
brought to the governor’s attention dur-
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ing the hearing, was such that he 
washed his hands of it, and it fell of its 
own weight. We were able to get a cor­
rected statement of the facts on the 
editorial page of the paper, but we could 
not have done so had not someone been 
on the alert to handle the matter 
promptly.
Another source of publicity that is 
still left to us is civic activity. We have 
in every community Salvation Army 
drives, community fund drives, and 
civic efforts of that nature, and if we 
don’t pitch in as wholeheartedly as the 
lawyers, engineers, doctors, and others, 
we are going to be looked upon as pos­
sibly not their equals.
I know of a city whose finances were 
in such a state that it couldn’t afford to 
employ competent accounting advice. 
As a result, it appealed to some repre­
sentative accountants and obtained 
twenty practitioners who were giving 
their time, without charge, to the city 
to see what could be done about plug­
ging some of the obvious leaks. Possibly 
the city should not expect to get ac­
counting service for nothing. On the 
other hand, this was a civic duty which 
somebody had to assume, and without 
the voluntary contribution of the ac­
countants, the correction of the situa­
tion would not have been possible.
I think that through these various 
means the state society can project its 
members and the profession in partic­
ular before the public in such a way 
that it will mean something. However, 
there is probably no substitute in the 
way of publicity for a good piece of 
work well done. Consequently, each 
individual practitioner has it upon his 
own shoulders to see that through the 
accomplishment of a piece of work well 
done, and the proper publicizing of the 
fact, he reflects credit on the entire 
group of which he is a part. In that 
way he can, like the ripples on the 
water, spread his influence in ever­
widening circles.
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Use of Accountants’ Reports by Management
By S. d. Buell
T
he topic assigned for my discus­
sion is “Promoting the More Ex­
tensive Use of Accountants’ Re­
ports by Management, with Particular 
Reference to Operating Problems.”
My discussion will be limited to con­
sideration of problems of promoting the 
use of accountants’ reports by the man­
agement of companies where controller 
ability is limited, excluding the special 
problems of the larger companies.
The topic assigned has been inter­
preted as placing emphasis on promoting 
the use of reports by management, 
rather than discussion of various forms 
of reports. By reports, I mean written 
statements or comments concerning op­
erations, past or future, of the client.
The responsibility for promoting the 
use of accountants’ reports as assist­
ance in strictly managerial problems 
rests squarely upon the shoulders of the 
accountant. He must be aware of the 
various problems facing management 
and of the ways in which proper reports 
will aid in solving these problems. He 
should bring sufficient explanation be­
fore the client that he will be aware of 
how the accountants’ reports will meas­
ure and reflect these problems. This may 
perhaps be done by consultation with 
the client at frequent intervals and by 
reviewing periodic statements with him. 
Another means is by studying with him 
trade surveys, market surveys, local 
business studies, etc., and interpreting 
them in light of the client’s problems.
Properly designed reports pertaining 
to the particular problems involved 
must be prepared in such a manner that 
the client may understand them and de­
rive the fullest value from them. I would 
also suggest the following as a few ex­
amples of types of reports that may be 
used:
A. Quarterly or other periodic state­
ments more often than annually. 
Comparisons with other periods and 
with budget standards are always 
enlightening and offer possibilities.
B. Statistical studies may prove useful.
C. Forecasting and budgeting. Most 
concerns too small to support a con­
troller are poorly managed in this 
regard. The accountant with execu­
tive ability and vision can often jus­
tify his retainer on this one phase of 
accounting alone.
D. Special statements designed to as­
sist in the solution of particular 
problems such as (1) statement of 
variations in net profit, (2) state­
ment of source and application of 
funds, and (3) statement of depart­
mental merchandising and operat­
ing results, etc.
Successful promoting of the more ex­
tensive use of accountants’ reports is 
dependent largely upon the knowledge 
and vision of the practitioner, coupled 
with his personal interest and zeal for 
rendering valuable service to his clients. 
He must be ever awake to new oppor­
tunities that enable him to apply his 
knowledge and experience, and he must 
be prepared to follow through and per­
fect his presentation of statements for 
the management.
I believe that accounting is following 
a trend toward enlargement of the con­
cept of service to be rendered, a natural 
growth in our profession.
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Extension of Accounting Practice in the Field 
of Small Business
By William j. Balser
T
he term “small business,” as it is 
understood for the purpose of this 
discussion, includes all forms and 
types of business enterprise conducted 
on a small scale under the sole direction 
of a single executive; for example, small 
dairies, laundries, stores, brokerage and 
commission houses, finance companies, 
sales agencies, etc. The fact that only a 
fractional percentage of such enter­
prises regularly engages the services of 
public accounting firms definitely indi­
cates a lack of understanding or of 
cooperation between the small business­
man and the professional accountant. 
As a natural reaction to this situation, 
it seems logical that the accountant de­
sirous of developing new accounts in 
this field should first seek the reason why 
so little progress has been made in the 
past, as compared with the almost phe­
nomenal development and recognition of 
accountancy in the field of big business.
A critically introspective analysis 
might even reveal to the accountant 
that he, himself, may be responsible for 
the reluctance on the part of the small 
business executive to engage his serv­
ices; if so, he is confronted with the task 
of developing a type of service par­
ticularly adapted to the needs of small 
business and, in conjunction therewith, 
of formulating systematic educational 
programs to the end of bringing about 
complete understanding and apprecia­
tion of such services by the small busi­
nessman.
It is probable that many firms have 
found small accounts to be unprofitable. 
In any event, the natural limitation on 
fees operates as a deterrent on the pro­
motional activities of the public ac­
countant in the field of small business. 
On the other hand, the small client feels 
that the accountant’s fees are excessive. 
As a matter of fact, such fees must nec­
essarily be confined within a maximum 
which bears a reasonable relationship to 
the client’s volume of business — an ob­
jective which is admittedly difficult of 
attainment, particularly in the light of 
the fact that the average small client 
maintains inadequate and incomplete 
records. Moreover, the small business­
man, immersed as he is in his manifold 
activities, is prone to minimize the 
value of accurate financial information, 
and, as a consequence of his indifference 
and the natural limitations of his ex­
pense budget, his financial records are 
frequently entrusted to the custody of 
untrained, inexperienced, or incom­
petent employees.
Organization to Facilitate 
Handling of Small Business
The accountant’s relationship with 
his larger corporate clients differs funda­
mentally from his relationship with the 
small businessman in that the limita­
tions of the latter with respect to inter­
nal accounting are such that the ac­
countant’s service, to be constructive, 
must entail comprehensive supervision, 
whereas the trained personnel of the 
corporation are capable of cooperating 
with him and of acting independently 
upon his recommendations.
In planning the organization of the 
accountant’s office and staff, full con­
sideration should be given to the service 
requirements incidental to the accounts 
of both large and small businesses. It 
seems to me that, if efficient results are to 
be obtained, the small-account division 
should be operated as a separate or sub­
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ordinate department of the accountant’s 
office under the direct supervision of a 
staff senior, thereby diverting the flow 
of voluminous detail incidental to the 
close supervision of such accounts from 
the regular channels of office routine. 
By classifying the responsibility for 
small accounts as a separate office func­
tion, a routine departmental procedure 
might be developed for the conduct of 
specialized system installation and re­
search, preparation of reports, promo­
tional activity, and consultations inci­
dental to this class of business. In time, 
when accumulated experience has been 
translated into definite policies and pro­
cedures, the small-business department 
might well develop an efficient, eco­
nomical, and beneficial service to small 
business. Moreover, this form of staff 
organization provides an effective means 
for systematic training of junior ac­
countants while making possible full 
utilization of their time.
New Business
Having at his disposal the facilities to 
handle small accounts efficiently and 
expeditiously, the accountant should be 
in a position to service such accounts 
satisfactorily within the fee limitations. 
No greater stimulus for new business 
can be developed than the goodwill of a 
satisfied client, and the satisfied small 
client of today may readily become the 
satisfied large client of tomorrow.
As a supplemental promotional ac­
tivity, the accountant may broaden the 
range of his potential clientele by ap­
pearing before small trade groups, serv­
ice clubs, and other organizations as a 
speaker on phases of accounting per­
tinent to the problems common to the 
group.
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Extension of Services to Small Businesses
By Douglas A. Sargent
I have been asked to speak briefly on the development of my personal accounting practice, due to the fact that my practice started through serv­
ing a considerable number of laundries.
My first contact was in protesting an 
additional assessment of about $13,000 
against a Sacramento laundry. Our suc­
cess in securing a refund of $300 in this 
assignment resulted in considerable 
publicity among members of the indus­
try, as the president of the corporation 
affected was at that time president of 
the California Laundryowners Associa­
tion. His enthusiasm led to our securing 
two accounts in the city of Oakland and 
one in San Francisco, and incidentally 
none of these accounts were being 
served by certified public accountants.
Services to the Laundry Industry
Our contacts with the industry in­
creased because we soon found it ad­
visable for our clients to have uniform 
accounting systems and, through coop­
eration with the Laundry owners Na­
tional Association, a modification of 
their uniform system was adopted by 
our clients. Immediately some seven or 
eight laundries installed this uniform 
classification of accounts to enable them 
to sit around the dinner table once a 
month and compare their percentage 
costs of operation. A comparison bureau 
was then established by us, whereby 
certain information of each plant was 
set up in comparative form for discus­
sion at these meetings. The plan has 
been in practically continuous operation 
since then, and we actively serve many 
different laundry interests in northern 
California in various capacities. We 
serve some clients in the industry on a 
weekly basis to aid the executives in the 
supervision of their businesses.
Our cost-bureau service, briefly, con­
sists of comparing percentage costs of 
operation, production statistics, setting 
up a general laundry volume-of-business 
index for the district, and a similar dry­
cleaning index. The individual plant’s 
confidential information as to its own 
volume index is written in on the report. 
The reports are presented and discussed 
at a monthly dinner meeting, partici­
pated in by from one to five representa­
tives from each plant. Many very con­
fidential methods, procedures, buying 
prices, etc., are discussed quite freely by 
the various members at such meetings.
Further service was rendered to this 
industry in recent years in respect to 
developing codes of fair competition, sub­
mitting combined reports of the major 
units of the industry in particular locali­
ties for the arbitration of labor disputes.
We are about to engage in a cost sur­
vey to determine the percentage of 
profit or loss on the various classes of 
service performed in the city of Oak­
land. The survey is to be used as the 
basis to determine violations of the un­
fair-trade-practices act. It is being paid 
for by the Association, but is to be taken 
in a plant that has recently resigned 
from the Association and one that has 
led the campaign in respect to certain 
price reductions. Of course they are not 
the only violators, but they are good 
enough sports to permit the cost survey 
to be made in their institution because 
it is believed that they are operating 
the most efficient plant in the district, 
particularly as relating to production 
efficiency.
Services to Other Small Industries
A recent field which has been devel­
oped is the self-policing by Associations 
of their members’ conformity to labor 
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contracts. We have recently completed 
payroll audits for two associations hav­
ing a total membership of about sixty- 
five units.
I believe that the lumber and mill­
work industries are being served by a 
quite comprehensive plan of auditing 
sales prices and preparing weekly aver­
age price reports. Some years ago we 
served a millwork institute in auditing 
sales, sales prices, and determining 
quotas.
There is a national accounting organ­
ization that actively serves hotels. I 
believe most of you are familiar with the 
uniform system developed for that line 
of business. A correlated line somewhat 
similar is clubs such as athletic and the 
larger city and civic clubs, where ac­
countants can be of considerable service 
in advice as to the reasonableness 
of many operating-expense accounts 
through comparisons with other club 
and hotel operations.
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BY ROSS L. PERKINS
F
or many years I have been closely 
associated with the association 
and the men who have been di­
rectly responsible for the drafting of the 
unfair-practices act and its passage by 
the legislature of the state of California. 
For this reason I familiarized myself 
with the act and its purposes. Some 
three or four years ago I became so in­
terested in the act and its purposes that 
I could not refrain from discussing the 
merits of the act, as I visualized them, 
with several of my fellow practitioners. 
At that time I became the subject for 
much joking and was told that the act 
could not function and would be de­
clared unconstitutional. Some of these 
same practitioners of necessity have 
had to change their views for the reason 
that they have received assignments to 
perform under this act.
To encourage the utmost interest and 
obtain the best results from this round- 
table session, I have divided this sub­
ject into several parts. All of these 
parts will be first presented and then 
the session opened for questions on 
each part.
Part 1 — History of the act and its 
amendments.
Part 2 — The act as it now stands on 
the statute books of the state 
of California.
Part 3 — Constitutionality of the act. 
Part 4 — The purposes of the act.
Part 5 — States that have passed sim­
ilar acts which are patterned 
after the California act.
Part 6 — Policing an industry under 
the act.
Part 7 — Accomplishments to date 
under the California act.
Part 8 — The term “cost of doing 
business or overhead ex­
pense” as used in the act.
Part 9 — A better definition of “cost 
of doing business or over­
head expense” than the one 
used in the act.
Part 10 — The services of certified pub­
lic accountants in connec­
tion with the unfair-prac­
tices act.
History of the Act and Its 
Amendments
On June 10, 1913, an act was passed 
by the California legislature and in 
part entitled “An Act Relating to Un­
fair Competition and Discrimination, 
etc.” This original act prohibited only 
discrimination in the sale price of an 
article as between different locations, 
except by reason of grade, quality, quan­
tity, or the actual cost of transporta­
tion from the point of manufacture or 
production.
The 1913 act referred to above was 
amended in 1931 and was known as the 
“antidiscrimination act.” In 1933 this 
act was again amended by adding sec­
tion 1(a), “Selling Below Cost.” The 
act was found to be effective, and a cer­
tain amount of stabilization of price 
was effected in mercantile business un­
der the act, particularly the provision 
against selling below cost. Also in 1933, 
this same act was amended by adding 
section 1(c), “ Secret Rebates and Privi­
leges,” which prohibited the giving of 
secret allowances, refunds, commissions, 
discounts, etc.
In 1935 a new act was passed, known 
as the “Unfair-Practices Act,” and em­
bodied all of the features of the original 
act and the amendments to the original 
act.
The unfair-practices act was amended 
in 1937 and in 1939 to clarify the act 
and to increase its effectiveness.
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The Act as It Now Stands
The act as it now stands on the 
statute books does the following:
Prohibits the discrimination in the 
sale price of an article as between dif­
ferent locations, except by reason of 
grade, quality, quantity, or the actual 
cost of transportation from the point of 
manufacture or production.
Includes any person who, either as 
director, officer, or agent of any firm, or 
corporation or as agent of any person, 
violating the provisions of this act, as­
sists or aids, directly or indirectly, in 
such violation as being responsible 
therefor equally with the person, firm, 
or corporation for whom or which he 
acts.
Prohibits the selling of any article or 
product at less than cost, and defines 
cost.
Prohibits the practice of using any 
article or product as a “loss leader” 
and defines the term “loss leader.”
Prohibits any scheme of special re­
bates, collateral contracts, or any de­
vice of any nature whereby a sale below 
cost is effected in violation of the spirit 
and intent of any of the provisions of 
the act.
Provides that articles or products 
purchased outside the ordinary chan­
nels of trade may not be used as a basis 
for justifying a price lower than one 
based upon the replacement cost as of 
date of said sale of said article or prod­
uct replaced through the ordinary chan­
nels of trade, unless said article or 
product is kept separate from goods 
purchased in the ordinary channels of 
trade and unless said article or product 
is advertised and sold as merchandise 
purchased at a forced, bankrupt, close­
out sale, or by means other than 
through the ordinary channels of trade, 
and said advertising shall state the con­
ditions under which said goods were so 
purchased, and the quantity of such 
merchandise to be sold or offered for 
sale.
Defines “ordinary channels of trade.” 
Provides that:
“In any injunction proceeding or in 
the prosecution of any person as offi­
cer, director, or agent, it shall be suffi­
cient to allege and prove the unlawful 
intent of the person, firm, or corporation 
for whom or which he acts. Where a 
particular trade or industry, of which 
the person, firm, or corporation com­
plained against is a member, has an es­
tablished cost survey for the locality 
and vicinity in which the offense is 
committed, the said cost survey shall 
be deemed competent evidence to be 
used in proving the costs of the person, 
firm, or corporation complained against 
within the provisions of this act.
“In all actions brought under the 
provisions of this act, proof of one or 
more acts of selling or giving away any 
article or product below cost or at dis­
criminatory prices, together with proof 
of the injurious effect of such acts, shall 
be presumptive evidence of the purpose 
or intent to injure competitors or de­
stroy competition.”
Provisions of the act shall not apply to 
any sale made: where an owner’s stock 
is closed out in good faith; of seasonable 
goods; of perishable goods to prevent 
loss by spoilage or depreciation; of 
goods damaged or deteriorated in qual­
ity, provided notice is given to the pub­
lic thereof; by an officer acting under 
the orders of any court; in an endeavor 
made in good faith to meet the legal 
prices of a competitor as herein defined.
The notice required to be given to 
the public in the above paragraph shall 
not be sufficient unless the subject of 
such sale is kept separate from other 
stocks and clearly and legibly marked 
with the reason for such sales, and any 
advertisement of such goods must indi­
cate the same facts and the number of 
items to be sold.
Any contract made in violation of 
any provisions of the act is declared to 
be an illegal contract, and no recovery 
thereon shall be had.
Any person, or any trade association, 
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may bring and maintain an action, or 
actions, to enjoin and restrain any 
violation, or violations, of any provi­
sion, or provisions, of this act and, in ad­
dition thereto, for the recovery of dam­
ages.
Books and records may be sub­
poenaed into court and introduced into 
evidence.
Court can order examination of 
books, papers, and records.
Provides for a fine of not less than 
$100 nor more than $1,000, or by im­
prisonment not exceeding six months or 
by both said fine and imprisonment, 
in the discretion of the court.
“Proof of average over-all cost of 
doing business for any particular inven­
tory period when added to the cost of 
production of each article or product, 
as to a producer, or invoice or replace­
ment cost, whichever is lower, of each 
article or product, as to a distributor, 
shall be presumptive evidence of cost as 
to each such article or product in­
volved in any action brought under this 
act and involving the violation of any 
provisions of sections 3 and 5 of this act.
“Proof of transportation tariffs when 
fixed and approved by the railroad com­
mission of the state of California shall 
be presumptive evidence of delivery 
cost as provided in section 3 hereof.”
Provides for the adjustment of 
wages to prevailing wage scale.
Provides that where persons are em­
ployed without compensation the pre­
vailing wage must be charged for these 
persons in order to determine cost of 
doing business.
Provides that where cost of raw ma­
terials cannot be definitely computable, 
the cost of such raw materials shall be 
presumed to be the prevailing market 
price for which the same or similar raw 
materials were selling at the time of 
such purchase.
The term “article or product” in­
cludes any article, product, commod­
ity, thing of value, service, or output of 
a service trade.
It shall be unlawful for any person to 
use any threat, intimidation or boycott, 
to effectuate any violation of any pro­
vision of this act.
Constitutionality of the Act
Several cases, under the act, were tried 
in the lower courts. In most of the cases 
the act was declared constitutional. In 
two or three cases the court ruled that 
the act was unconstitutional.
In order to settle the wide issue as to 
the constitutionality of the act, the 
case of Wholesale Tobacco Dealers Bu­
reau of Southern California v. National 
Candy and Tobacco Co., was carried to 
the Supreme Court, and in a decision 
handed down on July 28, 1938, the case 
absolutely holds the unfair-practices 
act to be constitutional.
On the same day, July 28, 1938, a de­
cision was handed down by the Supreme 
Court in the case of Balzer v. Caler. 
These two cases came to the same con­
clusion, but the second case brought out 
the point that it was necessary to show 
that selling below cost was injuring 
competitors or destroying competition 
in order to violate the act.
In order to place before you the atti­
tude of the court in the case of the 
Wholesale Tobacco Dealers Bureau of 
Southern California, I quote in part 
from the decision:
“That the avowed purpose of the act 
as stated in section 13 ... to safe­
guard the public against the creation 
or perpetuation of monopolies and to 
foster and encourage competition, by 
prohibiting unfair and discriminatory 
practices by which fair and honest 
competition is destroyed or prevented 
... is well within the state’s police 
power, cannot be seriously doubted. It 
has now become firmly established that 
the police power of the state extends 
not only to the preservation of the pub­
lic health, safety, and morals, but also 
extends to the preservation and promo­
tion of the public welfare. In recent 
years the state, in promoting and ad­
vancing the general welfare of its citi­
zens, has frequently and properly used 
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this power to promote the general pros­
perity of the state by the regulation of 
economic conditions ...
“It is obvious that the object of the 
present statute is within the state’s 
police power. That the prevention of 
monopolies and the fostering of free, 
open, and fair competition and the pro­
hibition of unfair trade practices is in 
the public welfare is obvious . . .
“ It is intended that this legislation in 
fact will stifle free and open competi­
tion, and will foster monopolies and 
that it favors the large chain store and 
large distributors as against the small 
merchant. On behalf of respondent the 
contrary is urged. It should be noted 
that amici curiae briefs have been filed 
on behalf of respondent by several of 
the trade associations representing the 
independent grocers and druggists of 
the state.
“It is not the province of this court 
to determine where the truth of this 
argument lies. . . . That the economic 
wisdom of such legislation is fairly de­
batable cannot be gainsaid. Courts have 
frequently commented on the destruc­
tiveness of price-cutting tactics. . . . 
The use of 'loss leaders’ for the purpose 
of injuring a competitor has been con­
demned by many economists. . . .
“We believe that these cases clearly 
establish the constitutionality of the 
statute here under attack. The statute 
must be held to be a reasonable at­
tempt upon the part of the state to 
accomplish a valid object. It must be 
borne in mind that this statute does not 
regulate the selling of commodities. It 
is the predatory trade practice of selling 
below cost with intent to injure com­
petitors which the legislature, on reas­
onable grounds, has determined is 
vicious and unfair that is prohibited. 
Such determination is clearly within 
the legislative power. The state may 
not have power to regulate all trade 
practices affecting competition, but it 
clearly has power to restrict or prohibit 
trade practices, which upon reasonable 
grounds it determines are predatory, 
vicious, unfair, and antisocial. . . .
“The statute embodies the concept 
that sales made at a loss to the seller, 
when made for the purpose of in­
juring or destroying competition, are 
predatory and antisocial in character. 
The economic wisdom of such a con­
cept may be debatable, but being de­
batable, the legislature is empowered to 
choose between its acceptance or rejec­
tion. The statute, so far as the facts here 
involved are concerned, goes no further 
than reasonably necessary to effectuate 
that choice.
“It is Our opinion that neither the 
due process clause, nor any other con­
stitutional restraint, state or federal, 
prohibits the legislature from acting to 
curb predatory merchandising practices 
which tend to injure or destroy fair and 
open competition.”
The Purposes of the Act
At this point it might be well to 
quote the title of the act:
“An act relating to unfair competi­
tion and discrimination, defining cer­
tain unfair and discriminatory prac­
tices, including loss-leader selling and 
selling below cost, declaring certain con­
tracts illegal and forbidding recovery 
thereon, providing for actions to enjoin 
unfair competition and discrimination 
and to recover damages therefor, mak­
ing the violation of the provisions of this 
act a misdemeanor and providing pen­
alties.”
An individual groceryman opens a 
store in a sparsely settled part of a city, 
has a small income to start, and grows 
with the neighborhood until he has a 
good business. After pioneering the 
area and making many friends, about 
the only way a large organization could 
steal his business would be through 
some unfair practice such as selling mer­
chandise in that locality at lower prices 
than this same large organization sells 
them for in other localities, through 
loss leaders, selling below cost, or secret 
rebates. The unfair-practices act was 
designed to stop such unfair and dis­
criminatory practices. Although the 
unfair-practices act was designed for 
the purpose of protecting the small 
merchant, it is now used to stabilize 
prices in an entire industry.
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States that Have Passed Similar 
Acts Which Are Patterned After 
the California Act
Arizona Montana
Arkansas New Jersey
Colorado Oregon
Connecticut Rhode Island
Florida Tennessee
Idaho Utah
Kentucky Virginia
Maine Washington
Maryland. West Virginia
Massachusetts Wisconsin
Minnesota Wyoming
Policing an Industry Under the Act
No act, no matter how good, serves 
any purpose unless some one person, a 
group of persons, or an association sees 
to it that the provisions of the act are 
lived up to.
The act provides that:
“Any person, or any trade associa­
tion, may bring and maintain an ac­
tion, or actions, to enjoin and restrain 
any violation, or violations, of any 
provision, or provisions, of this act and, 
in addition thereto, for the recovery of 
damages.”
The Retail Grocers Association of 
San Francisco maintains an office for 
policing, under this act, the grocery in­
dustry in the city and county of San 
Francisco. This policing is carried out in 
the following manner:
All grocerymen in this area have been 
instructed to watch for selling prices of 
articles below cost, with the result that 
as soon as a groceryman observes be­
low-cost prices posted in a store or in an 
advertisement, he immediately informs 
the above-mentioned policing office. 
The complaint is handled by one of the 
policing employees who first either calls 
the apparent offender on the telephone 
or calls on him in person to determine 
how he priced the article for sale. In a 
great many instances it is found that 
the apparent offender made a mistake 
in pricing and the error is immediately 
corrected. It often happens, however, 
that the apparent offender really 
thought he would not be apprehended. 
In this latter case the merchandise in 
question is traced to the jobber or man­
ufacturer, and if it is found that the 
merchandise is really being sold at less 
than cost, the offender is appraised of 
the fact and told to change his prices 
to conform to the law. If the offender 
still insists on selling the merchandise 
at prices below cost, a complaint is 
filed with the district attorney by the 
association, a temporary injunction is 
usually obtained in order to give time 
to present all of the facts in the case. 
If it is found that the offender is guilty, 
a permanent injunction is granted, and 
if the offender still continues to break 
the law, proper legal action is taken 
and fines imposed.
Accomplishments Under the 
California Act
All that one who is familiar with the 
grocery industry has to do is to com­
pare the chaotic conditions that exist 
in localities where the industry is not 
policed with the stabilized conditions 
where the industry is policed. The San 
Francisco area is the one that is the 
best policed, and the grocery industry 
is in a better condition than in any 
other place in the state.
The grocery industry has enjoyed 
such benefits under the act that others 
are making extensive studies and will 
be soon policing their industries under 
the act.
When the policing under the act was 
first attempted by the grocery industry, 
the district attorneys and the judges 
were a little hesitant for the reason that 
they did not know what the act con­
tained. This condition has been almost 
entirely eliminated, and the act has the 
support of the district attorneys and 
the judges throughout the state. A Los 
Angeles judge recently issued a tem­
porary order under the California un- 
fair-practices act restraining Safeway 
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Stores, Inc., from selling below a 23.8 
per cent markup, the figure which Safe­
way furnished the Securities and Ex­
change Commission as representing its 
consolidated overhead expense. Effect 
of the order is that Safeway, while it 
can meet lawful competition, cannot be 
the aggressor in selling at low prices.
In some of the earlier cases it was 
agreed that the intent of the law was to 
determine the cost of each article in a 
store. That is, the cost of each item of 
merchandise plus the actual computed 
overhead on it. You no doubt can realize 
how impossible it would be to compute 
the actual amount of rent, light, etc., 
to be charged against the sale of a 
package of corn flakes. In order to elimi­
nate this argument, the earlier act was 
amended to include the following para­
graph :
“Proof of average over-all cost of 
doing business for any particular inven­
tory period when added to the cost of 
production of each article or product, 
as to a producer, or invoice or replace­
ment cost, whichever is lower, of each 
article or product, as to a distributor, 
shall be presumptive evidence of cost as 
to each such article or product involved 
in any action brought under this act 
and involving the violation of any pro­
visions of sections 3 and 5 of this act.”
The present act also includes this 
same provision.
Overhead Expense as Used 
in the Act
“The term ‘cost’ as used in this act 
as applied to production is hereby de­
fined as including the cost of raw ma­
terials, labor, and all overhead expenses 
of the producer; and, as applied to dis­
tribution, ‘cost’ shall mean the invoice 
or replacement cost, whichever is lower, 
of the article or product to the distrib­
utor and vendor, plus the cost of doing 
business by said distributor and vendor.
“The ‘cost of doing business’ or 
‘overhead expense’ as used in this act 
is defined as all costs of doing business 
incurred in the conduct of such busi­
ness and must include without limita­
tion the following items of expense: 
labor (including salaries of executives 
and officers), rent, interest on borrowed 
capital, depreciation, selling cost, main­
tenance of equipment, delivery costs, 
credit losses, all types of licenses, taxes, 
insurance, and advertising.”
A Better Definition
The term “cost” as used in this act as 
applied to production is hereby defined 
as including all the costs of raw mate­
rials, labor, and cost of doing business 
or overhead expense; and as applied to 
distribution, cost shall mean the invoice 
or replacement cost, whichever is 
lower, of the article or product, to the 
distributor and vendor, plus the cost of 
doing business or overhead expense of 
said distributor or vendor. The “cost of 
doing business” or “overhead expense” 
as used in this act is defined as all costs 
(including salaries of proprietors, execu­
tives and officers, taxes of all kinds, in­
cluding income taxes, both state and 
federal, and excluding interest on capi­
tal invested), reduced by incidental in­
come as is necessary to determine 
whether or not the producer or the dis­
tributor and vendor derived a profit or 
suffered a loss from the operation of his 
business. The term “expenses” is to in­
clude expenses accrued or accruing, 
including depreciation, depletion, and 
amortization, as well as expenses paid. 
In the determination of cost a repre­
sentative period of operations shall be 
used.
The Services of Certified Public 
Accountants
The certified public accountant should 
determine whether or not the state or 
states in which he practices have an act 
similar to the unfair-practices act of the 
state of California. If he finds that the 
state or states in which he practices 
have an act similar to the unfair-prac­
tices act of the state of California, he 
should immediately familiarize himself 
with all of the provisions of the act. 
Once this is accomplished, he should 
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thoroughly familiarize his clients with 
the provisions of the act, especially 
with reference to the term “cost.”
The certified public accountant, un­
der this procedure, has placed himself in 
readiness to accept assignments from 
trade associations and individual indus­
tries relating to cost surveys and the 
giving of testimony in court in connec­
tion with violations under the act.
Through familiarizing myself with 
the provisions of the California act, this 
office has been called upon to give testi­
mony in several cases and also to con­
duct a survey of an industry.
At this point I quote from an article 
appearing in the September 9, 1939, 
issue of Business Week under the title of 
“Wine Gets Set for Its Big Push.”
“Written into the California alcohol 
act at the demand of 35,000 grape 
growers, the new law actually prohibits 
the sale or advertising of any wine 'be­
low cost.’ The legality of this legislation, 
first to specially prohibit below-cost sale 
of a designated commodity, is based on 
the Supreme Court’s liberal construc­
tion of the Twenty-first Amendment, 
giving states the authority to regulate 
liquor traffic.
“The industry will enforce the law 
by policing itself. A survey by an unoffi­
cial ‘ stabilizing committee ’ of vineyard 
owners, fixing this year’s cost of produc­
tion, has already been submitted to the 
state board of equalization for confirma­
tion.
“Effective immediately upon ap­
proval, this ‘cost’ will be the price be­
low which no California winery may sell 
during the coming year. Only excep­
tions are close-outs, sales of damaged 
goods, sales by court order, and sales 
under special permission to meet legal 
(foreign) competition.
“Once the year’s basic prices for 
various types of wine are set, groups of 
distributors and retailers will also es­
tablish their ‘ costs ’ with the state 
board of equalization.”
It is my opinion that before long a 
uniform unfair-practices act will be 
adopted by all states and territories of 
the United States. The assignments 
which certified public accountants will 
receive by reason of the unfair­
practices act and other acts such as the 
alcoholic-beverage-control act of the 
state of California, will only be ex­
ceeded by the assignments received by 
reason of the federal income-tax law.
Business will not only be required to 
keep certain records for income-tax 
purposes, but must also maintain such 
records as will furnish true costs of 
producing an article, cost of finished 
articles purchased, selling costs, and 
administrative costs.
In conclusion, I visualize the certi­
fied public accountant of the future as 
a business counselor, a tax expert, 
and an expert in business stabilization 
under unfair-practices acts and other 
acts having provisions similar to the 
unfair-practices acts.
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Introduction
BY RODNEY D. WHITE
T
he members of the Institute have 
become increasingly more inter­
ested in these round-table sessions. 
This has been shown both by actual 
attendance and by appreciation of the 
opportunities for future reference af­
forded by the printed reports of the pro­
ceedings. Heretofore the subject as­
signed for discussion has ordinarily 
dealt with some technical phase of ac­
counting practice and more particu­
larly as it directly affected the public. 
Upon this occasion there is a departure 
from that precedent. Our subject is not 
technical, although in its broader as­
pects it embraces the background for 
the whole field of our professional ac­
tivities. We are to consider methods of 
marshaling our technical resources so 
as to render the maximum service to 
clients with the least effort and confu­
sion to ourselves.
From the commencement of practice, 
the sense of professional responsibility 
naturally prompts first consideration of 
the problems of clients with secondary 
consideration only of internal problems. 
The result is that for a time the develop­
ment of the practice usually outruns the 
internal organization provided to handle 
it. As the practice expands there will be 
a broadening realization that clients 
can be better served through better con­
trol of, and provision for, the means of 
serving them. No certified public ac­
countant can ignore for long the prob­
lems of the internal conduct of his 
practice. Some organization satisfactory 
to himself must be developed, and this 
must be constantly amended and 
strengthened as circumstances require.
Each of us could cite numerous in­
stances of obstacles met and overcome. 
Notwithstanding the successes of these 
minor skirmishes, there still remains the 
perennial campaign against those diffi­
culties of rush work and the busy 
season, which must be classed among 
our permanent hazards.
A branch manager for a large firm 
may during the busy season have all his 
plans suddenly disarranged by reason of 
instructions from the head office to take 
up immediately extensive work for im­
portant new clients. To cope with such 
an emergency he should have some of 
the qualifications of a general and a 
diplomat. The successful readjustment 
of prior staff assignments in such a case 
is a notable feat of office management.
Anyone who has had the experience 
does not welcome the recurrence of such 
an ordeal as the completion under pres­
sure of a report on a large and compli­
cated investigation or the preparation 
of the accounting requirements of a 
registration statement for which there 
is insufficient time. A client or other 
layman who should find occasion to 
visit the offices of accountants on a 
particularly busy day or night when 
rush work of this character is in prog­
ress might obtain an unfavorable im­
pression. He might doubt the ability 
of the accountants to devise a system 
for a client when there seems no very 
good reason for the apparent confusion. 
However, the ability to carry out such 
rush work to a successful conclusion 
is evidence of careful planning and 
organization.
In spite of all provisions to the con­
trary, an executive partner or principal 
too often finds himself trapped into 
doing work of a detailed nature that 
ought to have been done by one of his 
staff. These situations seem to recur 
during the busy season with surprising 
regularity and for many unexpected 
reasons. As each such episode is en­
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countered, he resolves to avoid the same 
pitfall in the future, but it is improbable 
that a partner or principal can devote 
himself wholly to supervisory or ad­
ministrative matters except in a very 
large office.
As we attempt the solution of these 
and other problems, it is hoped that the 
foundation to be laid will develop in­
terest in further study of our subject 
about which little has so far been writ­
ten. In our discussions there should be 
no ground for important differences of 
opinion, except, perhaps, differences of 
degree. What may be thought essential 
for the larger firms may not be re­
quired in smaller offices, but in each 
case the fundamental conceptions and 
objectives should be the same.
We can profitably adopt as the key­
note of our conference a precept which 
would be of doubtful value in disposing 
of truly controversial questions. This is 
the typically Chinese point of view, 
as described by Dr. Lin Yutang, that 
“A is right, but B is not wrong either.”
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Office Organization of an Accounting Practice
BY PARRY BARNES
IT is seldom that an accounting practice springs into being over­night. Most offices have developed from relatively small beginnings and it 
is only when a complete removal is 
made from one location to another that 
an opportunity arises to study and put 
into effect more efficient arrangement 
of working space. It is obvious that the 
location selected should be in a first- 
class building, but buildings vary in 
architectural arrangement and the loca­
tion of partitions, wall space, and other 
matters is dependent to some extent 
upon the location of bays, windows, 
corridors, columns, pipe stacks, and 
other architectural details of the build­
ing plan which cannot be altered. Fre­
quently a study of floor plans without 
any internal partitions will disclose 
that the arrangement of a building is 
such that it would not readily lend itself 
to the designing of an efficient office. 
A comparison of such floor plans is 
therefore advisable in selecting the 
building finally to be chosen as an office 
location.
After the location has been chosen, 
it is usually possible to arrange inter­
nal partitions to suit the convenience of 
the tenant. While this plan is being 
made, it is necessary to bear in mind 
the dimensions of desks, tables, and 
other furniture intended for use in 
each individual room and, to conserve 
space, careful attention must be given 
to even such minor matters as the 
direction in which doors swing. The 
plan selected should, of course, fit the 
needs of the individual practice with 
respect to the number of private offices 
required, work rooms for the staff and 
typing department, and vault and filing 
space. The vault should be located where 
it is easily accessible to the particular 
person or persons charged with the duty 
of its supervision in order to minimize 
lost time and motion. It is very desirable 
that the typing department have ade­
quate lighting, preferably a northern 
exposure. The typists in your office are 
on duty all day every day and will be 
engaged in transcribing from working 
papers which, alas, are not always too 
legible. Certainly the better the natural 
daylight which is provided, the fewer 
the errors which will need correcting.
The custody of vault and files should 
be given to a separate department in 
an organization large enough to war­
rant this expense. In the smaller organi­
zation it is sometimes impractical to 
assign one or more persons exclusively 
to work of this nature. In such instances 
the head of the report department is 
usually charged with this duty. Steel 
shelving erected in the vault has been 
found to be one of the most satisfactory 
methods for storing current files of 
completed working papers. Such files 
are usually placed in fibre envelopes or 
wallets and stood on edge with a label 
on the outer edge for conservation of 
filing space. They accumulate very 
rapidly and, as office building space is 
limited and expensive, it soon becomes 
necessary to find auxiliary storage space 
for working-paper files covering engage­
ments which are not again expected to 
occur or prior year files in connection 
with recurring engagements. In most 
cities such space can usually be secured 
in bonded fireproof warehouses, and 
occasionally arrangements may be made 
for locked and secure filing space in the 
basement of the building in which an 
office is located. The matter of deter­
mining which files are to be sent to 
173
Papers on Auditing Procedure
storage is one that must be left to the 
individual practitioner, while the mat­
ter of the destruction of files which are 
deemed to be of no further use is even 
more serious. It is believed that de­
struction of files should be undertaken 
only as a last resort, as sometimes urgent 
need will arise for the use of a file for 
which any further use could scarcely 
be anticipated.
A modern and up-to-date library is 
just as necessary in an accounting office 
as in a law office. Under modern condi­
tions some type of loose-leaf tax service 
has become one of the essential working 
tools of the accounting profession. Simi­
lar services covering the activities of 
the Securities and Exchange Commis­
sion, the operation of state and federal 
payroll tax laws, and various state tax 
laws are also frequently found in a 
modern accounting office. In addition 
to these books, which are mostly of an 
ephemeral nature, there is necessity for 
a collection of standard texts on audit­
ing and accounting theory and practice, 
cost accounting, and the numerous 
specialized works on accounting for 
individual industries. Files of technical 
magazines will accumulate, in most in­
stances including not only periodicals 
dealing with the accounting profession 
but also trade journals representing the 
industries in which principal clients are 
engaged. It is recommended that some 
one individual be charged with the duty 
of supervision of all books, pamphlets, 
tax services, etc., this supervision to 
include proper organization of statisti­
cal data for which a permanent file is 
desired to be maintained. The library 
is usually instituted and maintained for 
reference purposes, and unfortunately 
this function is incompatible with the 
circulation privileges frequently re­
quested by staff members. When any 
text material is desired for reference the 
need is apt to be immediate and urgent; 
the presence of the required volume on 
the home library table of a staff member 
scarcely fills this need, so that in most 
instances the circulation of office library 
material among members of the organi­
zation must be denied or restricted to 
duplicate copies or strictly overnight 
use.
Where possible, it would appear to be 
desirable to separate secretarial and cor­
respondence work, report typing, and 
office work dealing with the accounts of 
the firm. In very large organizations 
each of these three functions will be 
completely separated, each department 
headed by a person in complete au­
thority within the confines of that 
particular activity. In smaller offices 
this complete separation is not always 
practical but it should be maintained 
to the greatest degree possible.
So far as is practicable, all letters 
should be signed in the firm name, pref­
erably without the use of initials to 
indicate the person dictating the letter. 
These identifying symbols may be placed 
upon the file copy, but the absence of 
identification on the original will tend 
to prevent replies being addressed to an 
individual who may be absent when the 
reply is received. It goes without saying 
that no letter should leave an account­
ant’s office without the approval of a 
partner or manager.
Perhaps it would be well to touch 
upon the distaff as well as the staff. 
While in some cases typing is done by 
young male accounting students, it is 
probable that the majority of all typing, 
correspondence, and other internal office 
work in an accounting office is done by 
members of the other sex. Perhaps at 
times the selection of such personnel, 
particularly with reference to extra 
typists employed during periods of 
peak activity, is not accompanied by 
the extreme care used in the selection of 
a junior member of the staff. It is not 
likely that the junior employee for 
temporary work will learn many of the 
intimate details of the engagements to 
which he is assigned, but the typists 
employed for temporary work will fre­
quently type complete reports, includ­
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ing all exhibits and schedules, and 
thereby be in a position to acquire 
knowledge of a confidential nature not 
readily available to many staff mem­
bers. Instances in which such informa­
tion has been disclosed are very rare in 
spite of the alleged tendency for women 
to gossip. Nevertheless it is urged that 
extreme care be employed in selecting 
the typists who will acquire such 
information.
In the accounting profession, as in 
most businesses, a great deal of work 
done in the office will represent an 
overhead expense not readily recover­
able through direct charges to clients. 
Some of us for this reason may be dis­
posed to be niggardly in our expendi­
tures for this purpose, but since an 
efficiently managed office will be of 
great assistance in the expedition of 
work performed by the organization, it 
is urged that adequate pay be tendered 
for secretarial and other similar services 
and that working conditions be made as 
pleasant as possible for the personnel 
engaged in these duties. It is also sug­
gested that secretaries, and even typ­
ists, be encouraged to study the princi­
ples of accounting through attendance 
at evening schools, staff instruction 
courses, correspondence courses, and 
otherwise, as a working familiarity with 
them will be found to be of great value 
in the performance of duties assigned to 
office personnel.
The mechanical equipment used in an 
accounting office should be of the very 
best obtainable, since no workman can 
produce the best results with poor or 
inadequate tools. Desks should be of 
convenient size and arrangement, bear­
ing in mind the necessity for a large, 
flat working space for both typists and 
staff. If calculating machines are to be 
used, adequate auxiliary equipment 
should be provided so that the machine 
will be at a convenient height to obtain 
maximum efficiency in its operation. 
Typewriters should be standardized as 
to make and model, and it is recom­
mended that they be replaced simul­
taneously at regularly recurring inter­
vals before the type begins to show signs 
of wear. The necessity for simultaneous 
replacement and for complete stand­
ardization (except with respect to width 
of carriage) arises from the frequent 
practice of having various parts of 
the same report simultaneously typed 
by different operators on different ma­
chines. Where the machines are not 
uniform in condition, type face, etc., 
the result of this practice when the re­
port is assembled and bound is not 
pleasing to the eye. The use of steel 
tables with composition tops rather 
than individual desks is recommended 
for all staff members who are not execu­
tives. The selection of equipment of this 
type will minimize the problem of the 
accumulation of files and other matter 
in desk drawers and, where no definite 
assignment of working space is made, 
will enable any particular member of the 
staff who may be engaged in work in 
the office to select the most advanta­
geous location with respect to light, free­
dom from interruption, etc., available 
at the moment. It is also recommended 
that small individual steel lockers be 
provided in sufficient numbers to assign 
one to each senior. Instructions, cor­
respondence, files, and other documents 
may be placed in these lockers and may 
be picked up by the staff member after 
or before office hours without the neces­
sity for access to the vault and files.
The matter of office accounts dealing 
with a firm’s own practice will be dealt 
with by another speaker.
While many practitioners, probably 
most of them, are accustomed to mak­
ing a per diem charge to clients for 
work done in the typing department, 
there is almost no case where the cost 
of stationery and supplies can be re­
covered. In many offices this is the larg­
est item of internal expense. Perhaps in 
many cases too little attention is given 
to the efficient and economical purchase 
of such items. Economies may be 
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effected through quantity purchases. If 
100,000 sheets of a certain size and 
type of paper will be required for a 
year’s operation, the purchase of this 
quantity in a single order will almost 
invariably be at a lower unit cost than 
the purchase of the same total quantity 
in ten or twenty individual lots. Some­
times, if storage space is not available, 
your supplier will gladly accept an 
order of this nature and make delivery 
when and as required. It is usually pos­
sible to secure a very substantial dis­
count on carbon paper and typewriter 
ribbons by purchasing coupons for such 
items in hundred box lots for carbon 
and dozens for typewriter ribbons. 
While it is a fundamental axiom in most 
offices that paper is cheaper than time, 
and staff members are instructed to use 
all of the working paper necessary, it 
is not necessary to be extravagant to the 
point of waste. While some staff mem­
bers are naturally careful and economi­
cal in their use of supplies, many will be 
extremely wasteful if some effort is 
not made to restrain unnecessary use.
Standardization of stationery and 
supplies is desirable to the greatest 
possible extent. It should be practical to 
adopt not more than four or five sizes 
for working paper and report paper; the 
fewer sizes the better. Some research 
may be necessary to determine the 
proper type and grade of paper for 
both working paper and reports, but 
once a satisfactory grade has been 
adopted it will seldom be necessary to 
change. If a change is made in the brand 
or quality, particularly of report paper, 
it will be necessary to discard all un­
used supplies which are seldom on hand 
in equal quantities with respect to the 
different sizes in order to obtain 
uniformity in reports.
It should be remembered that an ac­
countant’s report is a permanent docu­
ment and is also the only permanent 
evidence of a completed engagement. 
Either a good or a poor impression 
made by staff members in the conduct 
of an audit may be forgotten in time, 
but the report will remain in the perma­
nent files of the client for an indefinite 
period and may be submitted to many 
persons of whom the accountant never 
hears. Consequently too much care can­
not be exercised in the production of 
neat and attractive reports of con­
stantly uniform quality. The best paper 
and carbon obtainable should be used. 
The use of duplicating devices where 
large quantities of reports are required 
is seldom found to be wholly satisfac­
tory. The gelatin type duplicator in 
most common use does not produce 
satisfactory results unless used continu­
ously, as the gelatin ribbon or tray has 
a tendency to dry out unless kept moist 
by constant use. It is suggested that the 
most satisfactory and dignified solution 
to the problem of quantity reproduc­
tion of reports is to be found in ordinary 
commercial printing where the material 
is set up on a linotype.
It is usually more efficient and eco­
nomical to place the responsibility for 
the purchase of all supplies and sta­
tionery upon one individual. Certainly 
few accounting organizations, if any, 
are large enough to justify the employ­
ment of a full-time purchasing agent, 
but the head of the secretarial or typing 
staff can usually perform this duty 
adequately, perhaps with the counsel 
and advice of one of the partners or 
managers.
In closing, one more topic is thought 
to be worthy of mention. We are pre­
sumably engaged in a profession, not in 
a business, and it is suggested that the 
use of monograms, insignia, and such 
phrases as “Established in 1902” on 
letter heads and reports are somewhat 
beneath the dignity of the professional 
man. Doctors and lawyers never adopt 
this practice. It may be true that archi­
tects and engineers do, but the use of 
what practically amounts to trade­
marks is not recommended in our own 
profession. Many of the larger firms, it 
is true, use a paper watermarked with 
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their name. Since it is presumed that 
this practice is adopted to prevent for­
gery of reports, no objection can be 
raised to it. Many smaller firms have 
written reports for years without any 
special means of identification of each 
page and have had no trouble from this 
source. This then would appear to be a 
matter of choice with the individual 
practitioner.
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Office Accounts
BY JUDSON E. KRUEGER
IT is with considerable reluctance that the speaker presumes to ad­dress a group of certified public ac­countants on the somewhat debatable 
subject of how to keep books. It is 
hoped there may be some justification 
for the oft-repeated statement that the 
shoes worn by a cobbler’s children are 
frequently in need of repair; that a bar­
ber often needs a haircut; and that a 
doctor seldom takes any of the medi­
cine he prescribes. If this be true, then 
the speaker may be pardoned for bring­
ing up for discussion a number of fac­
tors which should be taken into consid­
eration by a practicing public account­
ant in connection with his own financial 
problems.
Cash or Accrual Basis
Cash
From time to time, accountants have 
discussed the question as to whether 
their books should be kept on the basis 
of cash receipts and disbursements, on 
the basis of accrued revenues and ex­
penses, or currently maintained on the 
cash basis and, in effect, converted into 
an accrual basis at the end of the prac­
titioner’s or firm’s fiscal year. In sup­
port of the first plan, namely, the basis 
of cash receipts and disbursements, it is 
pointed out that there are at least 
three advantages:
(1) Federal and state income taxes are 
either reduced or payment thereof 
is deferred.
(2) Accounts maintained on the ac­
crual basis are apt to be misleading 
in view of the fact that in certain 
cases the amounts of fees are not 
determined or determinable until 
collection has been effected.
(3) The maintenance of records, espe­
cially in the case of single practi­
tioners or small firms, is frequently 
delegated to a secretary or office as­
sistant and it is perhaps advisable 
for that reason to simplify and con­
dense the accounting work as much 
as possible.
It would appear that the only valid 
objection to keeping the records on the 
accrual basis lies in the fact that under 
certain conditions the Treasury De­
partment permits the taxpayers to 
maintain books on the cash basis and to 
report accordingly, with the result that 
payment of federal and state taxes is 
deferred, and in certain cases, over a 
period of years, the aggregate amount 
of the taxes paid may be less than the 
amount that would have been paid had 
income been reported on the basis of 
accrued revenues and expenses. It is, 
of course, unnecessary to point out to a 
group of practising accountants the in­
adequacy and inaccuracy of statements 
prepared on the basis of cash receipts 
and disbursements. Specific objections 
to the plan are, briefly:
(1) In a great many accounting offices, 
most of the billing is done after 
seasonal peaks, during periods of 
comparative dullness, with the re­
sult that if income were recorded 
on the cash basis, the effect would 
be to show large earnings in rela­
tively quiet periods and small earn­
ings in periods of greatest produc­
tivity.
(2) It would also appear that if com­
pilation of time chargeable to 
respective engagements were not 
controlled in some way through 
recordation in the books of account, 
greater likelihood exists for errors 
in determining amounts of fees 
properly chargeable against re­
spective clients.
Accrual
So far as revenues are concerned, the 
proper recording of accrued charges to 
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uncompleted engagements and conse­
quent credits to revenues is based upon 
periodic time reports filed by each mem­
ber of the organization. Without going 
into unnecessary detail as to the various 
types of time reports in use and the 
further question as to whether such re­
ports should be filed daily, weekly, or 
at other times throughout the month, 
it may be stated that, as a matter of 
record, the time report should contain a 
brief description of the work performed; 
and, for accounting purposes, the names 
and numbers of the respective engage­
ments, the time applicable thereto, 
the daily or hourly rate, and the total 
charge to each engagement.
It is recognized that a great many 
engagements are taken on the basis of a 
flat fee or an estimate, and the quoted 
or estimated fee cannot be exceeded un­
less peculiar conditions are encountered 
and arrangements made with the client 
for an increase in fee. In one sense of 
the word, practically all engagements 
are taken on the basis of a maximum 
fee, since the accountant realizes that 
even though mention may not have 
been made of per diem rates or probable 
total cost, there is a limit to the amount 
he can reasonably hope to collect. It is 
also rather common experience, due to 
underestimates of the time required and 
other conditions which may or may not 
be under the control of the account­
ant, that occasionally the aggregate of 
charges against a particular engagement 
is in excess of the amount that can be 
collected from the client without dis­
turbing friendly and presumably mu­
tually profitable relations. Where such 
conditions exist, it is obvious that 
amounts included in unbilled engage­
ments and resulting revenues there­
from are overstated. Apparently there 
are only two solutions to this problem. 
One method is to set a limit on each en­
gagement, whether or not a fee has been 
quoted, and to no-charge all time after 
the accumulation of charges is roughly 
equivalent to the stated fee or the an­
ticipated amount of the fee. Another 
plan, which is more desirable, but prob­
ably impracticable, is to accumulate 
the time at the per diem rates customa­
rily charged, periodically review the list 
of uncompleted engagements, and ad­
just the individual accounts to bring 
them into agreement with the probable 
fees that can be realized.
Cost Accounts
In the opinion of the speaker, the 
compilation of detailed cost data is im­
practicable, except perhaps in the case 
of the larger firms. Even though de­
tailed records are kept and the neces­
sary clerical assistance is available, it is 
believed that the determination of the 
exact cost, direct and indirect, of com­
pleting a specific engagement is not sig­
nificant. It is reasonable to assume that 
all practising accountants will agree 
that the first consideration in the con­
duct of any engagement is to handle the 
assignment properly, and in order to 
do so, it is frequently desirable to utilize 
the best men available without consid­
eration as to their cost or classification. 
Furthermore, situations frequently arise 
in which the more difficult engagements, 
requiring men of the highest caliber, are 
not necessarily the most lucrative. It 
may further be agreed that the com­
pensation of staff members is not neces­
sarily based solely upon their earning 
power, but upon their ability, extent 
of their experience, and to a certain 
degree upon the period of their em­
ployment with the firm. It is obvious in 
the case of overhead expenses that the 
percentage of overhead to direct cost 
will vary greatly from one period to an­
other. The speaker has discussed this 
problem with members of both large 
and small accounting organizations. 
Based upon a limited survey, it would 
appear that most accountants making 
a study of this problem have decided to 
approach it from a somewhat different 
angle.
While the various overhead expenses 
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aggregate a rather material amount, 
“payroll” is, of course, the major ele­
ment of expense. It is the speaker’s 
understanding that a number of firms 
compile data showing the monthly 
earnings of each member of the staff 
and attempt, in a general way, to keep 
the salary paid the individual within 
a certain percentage of his average 
monthly earnings. To this element of 
direct cost is added the average per­
centage of overhead expense, and the 
resultant total indicates the total cost 
of “maintaining” the staff member. 
In attempting to follow any such plan, 
consideration should be given to the 
fact that the earnings of a staff member 
are dependent to some extent upon the 
rates his employer is able to obtain for 
his services, and also upon the amount 
of unemployed time which obviously is 
not within the control of the account­
ant. Consideration should, of course, be 
given to the earning power of an em­
ployee in determining his compensa­
tion. Other elements of office expense 
can similarly be considered in relation 
to the total earnings of the office.
Statistics
Various statistics may be compiled 
as a matter of information or for use in 
the formulation of policies or guidance 
of the office management. Perhaps the 
most valuable statistical summary is 
one showing, by accountants, the avail­
able time (total time, exclusive of holi­
days, vacations, and time lost through 
illness), the employed time (charge­
able and nonchargeable), and the un­
employed time. If the amount of non­
chargeable time is unduly high, the 
condition may indicate inefficiency on 
the part of the staff member and, under 
other conditions, may be a reflection on 
the management in the event the con­
dition is due to improper supervision or 
inadequate fees. A large amount of un­
employed time might indicate that the 
assignment program was not carried out 
very efficiently, or possibly that the 
staff was unduly large in relation to the 
volume of the practice. In the opinion 
of the speaker, while the above statisti­
cal information should be compiled and 
studied, definite conclusions can be 
reached only after careful consideration 
of all of the factors involved.
Segregation of Expenses
The nature and extent of the classifi­
cation of expenses within an account­
ant’s office is to some extent a question 
of taste and, in any event, largely a 
matter of opinion. Such classifications 
should be in sufficient detail to meet the 
requirements of the management and, 
of course, the demands of federal and 
state taxing authorities. In the event an 
organization has departmentalized its 
practice, there may be some value to so 
segregating expenses, both direct and 
indirect, as to indicate the profits of the 
several departments. While the over­
head or indirect costs will naturally 
vary according to the nature of the or­
ganization and the size of its practice, 
it is suggested that in any event a group 
of expense accounts be maintained to 
show the direct cost, under which would 
be included accounts for: (1) salaries; 
(2) state and federal payroll taxes; (3) 
compensation and fidelity insurance;
(4) traveling expenses, nonchargeable;
(5) meals incident to overtime, and car­
fares ; and (5) other service costs.
Conclusion
In presenting the foregoing data, no 
attempt has been made to consider the 
problem in detail nor, for that matter, 
to reach any very definite conclusions. 
In accordance with his understanding 
of the general purpose of a round-table 
discussion such as this, the speaker has 
merely endeavored to bring up for con­
sideration some of the more salient fea­
tures of the accounts maintained by an 
accounting organization, and to point 
out the methods in use by some of the 
local firms who have made a study of 
the problem.
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Organization of Staff
by Thornton g. Douglas
I
t is difficult to consider “organiza­
tion of staff” without some intru­
sion into the two other topics 
which are being covered in this discus­
sion, namely, “organization of office” 
and “organization of work.”
The words themselves suggest both 
the process of developing a staff and the 
result of that process at any given time. 
The process of development offers the 
more fertile field for constructive dis­
cussion, and most of what can be said 
regarding it applies with equal force to a 
large or to a small staff.
No attempt will be made to treat 
with the technical training of staff mem­
bers, as that important subject has been 
adequately covered at previous Insti­
tute meetings. Instead, let us consider 
those matters of policy that are cur­
rently being referred to as employer­
employee relationships, and which are 
vital, in my judgment, to the develop­
ment of a competent and progressive 
staff.
Men with character, intelligence, 
good academic training, and varying 
degrees of technical skill and experience 
can be found. A group of such men 
might at the outset constitute an effec­
tive public accounting staff, but that 
effectiveness would not long endure 
without careful nourishing of esprit de 
corps, the recognition of individual 
progress and the development of re­
placements required by such recogni­
tion.
Any public accountant who is worth 
his salt strives constantly to improve 
the quality of his work (which means, 
fundamentally, the soundness of his 
judgment) and this makes for a high 
degree of friendly and desirable compe­
tition among staff members. The prog­
ress of each staff member should be 
recognized as rapidly as possible by in­
creasing his responsibilities and his 
compensation. The latter may be done 
either by salary increases or the pay­
ment of bonuses or a combination of 
both. It is my personal opinion that if 
an assistant’s progress during the past 
year has been such as to warrant an in­
crease of, say, $600 per annum, it is 
more effective to pay him a bonus of 
$300 and to increase his salary $25 per 
month for the ensuing year than to pay 
him a bonus of $600 or to increase his 
salary $50 per month. It is easy to lose 
a good man by withholding monetary 
recognition of his progress or to lessen 
his effectiveness by granting it only 
when it is demanded as an alternative 
to resigning; it is also possible to spoil 
a good man, particularly a young and 
ambitious one, by too large an increase 
in monthly salary. The judicious pay­
ment of bonuses can do much to obviate 
these difficulties.
In adjusting responsibilities and com­
pensation as between staff members, 
care should be taken to avoid disturbing 
unnecessarily the morale of those who 
have progressed more slowly than some 
of their colleagues but who are, never­
theless, valuable and loyal assistants. 
The rule of seniority of service should 
be kept in mind, but it should never be 
applied to the detriment of an outstand­
ing man.
Probably nothing contributes more 
toward developing an alert, progressive, 
and self-respecting staff than for the 
principals to encourage assistants to 
express their views fully and forcefully 
upon any question under discussion, 
and to listen with respect to those views. 
When opinions differ, an attempt should 
be made to reconcile them. The time 
will be well spent, particularly if the 
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principal happens to be wrong (which 
is possible). The principal’s considered 
judgment must prevail in the end, but 
if he is wise he will not force his decision 
without adequate explanation and will 
let the assistant go down with colors 
flying, even letting him write a minority 
decision if he wishes to do so. If princi­
pals set such an example, it will be fol­
lowed by supervisors and seniors, and 
the most inexperienced junior will soon 
realize that it is really worth-while to 
think, if for no better reason than to 
deflate a senior.
Another policy that builds morale 
and nourishes ambition is to meet the 
need for expansion by promoting staff 
members and by engaging additional 
juniors. There may arise situations in 
which horizontal expansion cannot be 
avoided, and qualified supervisors or 
seniors who have gained their experi­
ence elsewhere can be absorbed without 
retarding the advancement of present 
staff members. However, should it be 
known that the policy of vertical ex­
pansion is customarily followed, no one 
is likely to be disturbed if horizontal 
expansion becomes necessary.
As we all know, some men who are 
proficient technically do not possess or 
develop the personality and other qual­
ities that are necessary for real success 
as professional accountants; others pos­
sessing all the qualifications, except the 
essential one of intense interest, find 
themselves employed as public ac­
countants and drift along in the hope 
that they will really like it some day. 
If you have no men on your staff who 
fall into either of these categories you 
are indeed fortunate; however, I would 
suggest that you have another look to 
make certain. If you do find one, ask 
yourself if it is not to the best interests 
of that man, of your other staff mem­
bers, and of yourself as an employer to 
find him a suitable position outside the 
profession at the earliest opportunity 
and before his age acts as a handicap 
against proper development in another 
field. It is possible that in due course he 
can be placed with a client under cir­
cumstances that will strengthen your 
relations with that client.
If staff expansion is to be in a vertical 
direction, the problem of staff additions 
becomes chiefly one of securing promis­
ing junior assistants. In selecting such 
assistants, reliance must be placed 
chiefly upon the personal interview 
which should be conducted by a princi­
pal or a ranking staff member with suf­
ficient experience (and patience) to be 
able to judge men and test their general 
proficiency by oral questioning. The 
interview may well be supplemented by 
a brief written examination designed to 
develop the applicant’s knowledge or 
ignorance of a few fundamental ac­
counting principles; this will also reveal 
how well or badly he writes, spells, and 
expresses himself. Regardless of favor­
able impressions gained from the inter­
view, the academic and employment 
references should be confirmed by cor­
respondence, and it should be observed 
that there are no unexplained gaps in 
the chronological record.
With regard to the desirability of de­
veloping specialists for certain types of 
work, it is perhaps essential that one or 
more assistants be assigned almost ex­
clusively to tax matters. This subject 
is so extensive and complex and there is 
such a continuous stream of regulations 
and decisions bearing on it that each 
staff member cannot do all the reading 
necessary to keep abreast of that stream 
if he is to do much else; however, each 
assistant should certainly know enough 
about taxes to prepare an ordinary re­
turn, to discuss fundamental tax prob­
lems intelligently with clients and, 
above all, to recognize a tax problem 
when he meets one face to face, al­
though he himself may not know the 
answer to the problem. It is also well 
to see that the men specializing in taxes 
do not forget that they are primarily 
professional accountants, with an obli­
gation to give sound advice, that trans­
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cends considerations of tax saving; 
also, that they must not step over the 
boundary line that separates accounting 
advice from legal advice.
Some degree of specialization in other 
types of public accounting work will 
automatically develop, because certain 
men will be found to have outstanding 
proficiency in particular types of work 
or a peculiar knowledge of the problems 
of certain industries, and assignments 
for which they are particularly qualified 
will naturally fall to them whenever 
they are free to undertake them. How­
ever, a staff composed entirely, or even 
largely, of specialists would certainly 
lack flexibility; moreover, the idea is 
incompatible with the theory that, 
other things being equal, the value of a 
professional accountant’s services is 
roughly proportionate to the breadth 
of his experience.
It is rather difficult to generalize on 
“organization of staff” in the sense of 
the composition of a well balanced staff 
as between principals, supervisors, sen­
iors, and juniors because there are so 
many factors to be considered. Chief 
among these are the incidence of out- 
of-town work and the geographical 
distribution thereof, and the proportion 
of engagements of the sort that require 
a substantial part of a supervisor’s 
time, and all of a senior’s time, but do 
not permit of the use of more than one 
junior. Thus, it is possible that a staff 
composed of, say, 5 per cent principals, 
10 per cent supervisors, 25 per cent 
seniors, and 60 per cent juniors might 
be well balanced for a given volume of 
work under one set of circumstances 
but be badly balanced for the same vol­
ume of work under a different set of 
circumstances. Perhaps all that can be 
said on this point is that any public 
accounting organization needs all the 
supervisors and fully qualified seniors 
that its practice can support and as 
many juniors as may be required to in­
sure an adequate body of competent 
seniors.
Before closing these remarks, it may 
be well to touch upon some seemingly 
irrelevant matters that perhaps have 
more of a bearing on organization 
morale than would appear at first 
glance. One of these is the question of 
whether staff assistants should be 
bonded. The proponents of that idea 
argue that we recommend the practice 
to our clients without considering it a 
reflection upon the integrity of their 
employees. To our commercial clients, 
yes; but the assets of these clients are, 
for the most part, the property of ab­
sentee owners, to whom management 
stands in a fiduciary relationship. How 
many of you have recommended to 
your lawyer or doctor clients that their 
staff attorneys and law clerks, their 
medical and laboratory assistants be 
placed under bond? In common with the 
other professions, the accounting pro­
fession is founded largely on personal 
integrity (intellectual and otherwise), 
and a public accountant should have no 
one on his staff in whom he does not 
have implicit confidence. The sincerity 
of his faith cannot be better evidenced 
than by his refusal to avail himself of 
the financial protection he could secure 
under a fidelity bond.
The other more or less extraneous 
matters relate to the protection and 
welfare of staff members. If the organ­
ization is sufficiently large to justify it, 
consideration might well be given to 
plans for group life insurance, retire­
ment annuities, hospitalization, med­
ical services, and indemnity for disabil­
ity. Participation in such plans should 
be entirely optional as to each staff 
member and each should pay his entire 
share of the cost on the theory that his 
compensation is adequate to enable him 
to provide for these contingencies. How­
ever, by acting on a group basis the 
cost is lessened, and the men are assisted 
in budgeting for these items; it is also 
brought home to them that their em­
ployers are sufficiently interested in 
them to consider these matters.
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By Myron m. strain
The Nature of the Problem
AMONG the numerous problems and 
A difficulties raised by the highly 
seasonal character of our occu­
pation it would be hard to think of any 
more unhappy, either in its current 
manifestations or its potential, than the 
seasonal staff requirement. Our own im­
mediate hardships in the matter scarcely 
need underscoring. They take the form 
of lengthened working hours at the 
time when hours are hardest to stretch, 
of an unavoidable impairment, to how­
ever slight a degree, of the reliability of 
our performance, and of a resultant in­
crease in the risks that our responsibili­
ties lay upon us.
It is my object to explore this problem 
briefly, trying to avoid rehearsal of its 
more obvious and generally accepted 
aspects. I also propose to make sugges­
tions, both in respect of the conduct of 
the individual accounting practice and, 
in a broader sense as well, directed to­
ward the present alleviation of some of 
the more painful symptoms and, even­
tually, a solution of the difficulty. The 
temporary staff problem arises, of 
course, from the fact that our necessity 
for employing many more assistants 
during January and February than in 
other months forces us to rely for our 
practice in these months on an employee 
supply which, in the aggregate, must re­
main unemployed during a considerable 
part of the other ten months of the 
year. While this is true in the aggregate, 
the individual composition of the sup­
ply does not remain uniform. Everyone 
who has gone through the job of re­
cruiting a temporary staff is familiar 
with this fact. The better men are with­
drawn from it into permanent employ­
ment, and the men available when spe­
cial needs arise or the rush season recurs 
consist of the less desirable residue plus 
accretions of wholly inexperienced men 
trying to gain a foothold in the pro­
fession by taking a temporary seasonal 
engagement. The quality of temporary 
staff material commonly available is, 
therefore, consistently and, I think, in 
view of the circumstances, necessarily, 
below either satisfactory or safe levels. 
I suggest that if some means of improv­
ing employment conditions is not found 
it is apt to deteriorate, for several rea­
sons. The most immediate of these is 
that wartime demands on man power, 
even in a neutral country, are apt to 
have repercussions of a far-reaching 
kind and to lower the reservoir of men 
obliged to remain partially unemployed. 
Another is that the rising barriers of 
educational requirements for admission 
to professional status in accountancy 
must operate to reduce the attractive­
ness of employment in accounting to 
men without the required formal edu­
cation. Many men have been willing to 
accept irregular employment, long hours, 
and mediocre pay in accounting work 
because they regarded that work as an 
apprenticeship that would lead to pro­
fessional standing. The removal of the 
incentive will certainly lower the sup­
ply, and I should think it overwhelm­
ingly improbable that any equivalent 
number of college-trained men will be 
willing to accept an equivalent ap­
prenticeship status. The conclusion sug­
gested involves, it seems to me, the pros­
pect for reduced reserves of available 
temporary employees, still further re­
duced quality, probable unionization, 
and resistance to the employment con­
ditions involved in rush-season practice.
I have written the foregoing para­
graph in the full knowledge that it is 
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vulnerable to criticism as alarmist. I 
know, also, that it is not applicable to 
the staff policy of some accounting 
firms, because these firms have organ­
ized practices in which the “season” 
is not a material factor and, hence, the 
temporary staff problem does not ex­
ist. I think, too, that some of us de­
velop a false sense of security from the 
many employment applications made 
by desirable applicants in the summer 
and fall of the year. But I remember, 
also, the tone of near desperation which 
the hunt for temporary assistants takes 
on in midwinter, and the complaints 
of the unreliability and worthlessness of 
employees to be heard afterward, and I 
adopt these recollections as justifica­
tion. We may, therefore, turn without 
further preamble to a consideration of 
what to do about it.
What the Individual Can Do
As a matter of immediate and prac­
tical conduct in carrying on accounting 
practice, the complete effectiveness of 
individual action is restricted by the 
breadth of the problem. We can, how­
ever, take some steps to obtain tempo­
rary staff services as efficient as the 
circumstances permit, and these we will 
consider next, leaving more basic reme­
dial measures for subsequent discussion. 
The first suggestion that I should like 
to make is that the seasonal requirement 
for staff be predetermined as far as pos­
sible in advance, and that interviews 
and engagement commitments be en­
tered into at the earliest possible time. 
I have noticed that some firms seem able 
to do this as early as November. Need­
less to say, they get the cream of the 
available men, and have ample oppor­
tunity to investigate them adequately. 
My second suggestion is that, if it is 
necessary or desirable to engage in­
experienced assistants, the purposes of 
real economy are served by putting 
them on the payroll for training as long 
as is reasonably possible before the be­
ginning of the active season. A judicious 
use of the unassigned time of these men 
in familiarizing them with the organiza­
tion’s office and professional practices, 
and their assignment, when possible, 
on preseason engagements is almost 
certain to return dividends in the form 
of a higher ratio of billable hours and a 
decreased strain on seniors and super­
visors during the period when the 
heat is on.
It has always been a matter of sur­
prise to me to note the extent to which 
some accountants relax their rules of 
personnel investigation in engaging 
temporary employees. I imagine that 
omissions of this kind are probably on 
the decrease, because several of my 
friends have told me of rather em­
barrassing experiences that have re­
sulted from it. To one of them an officer 
of a client telephoned that he had 
identified one of the auditors assigned 
by my friend to the examination as an 
embezzler, convicted while a fellow 
employee of the officer in a previous 
employment. In another case, a thor­
oughly incompetent man obtained an 
engagement, partly by his native per­
suasiveness and partly by the un­
authorized use of my name, and was 
sent on an assignment under office 
supervision only. I knew nothing of the 
engagement until weeks later, when the 
employer communicated with me to let 
me know that the man had botched the 
job. I think that the imprudence of 
omitted or slighted investigations of ap­
plicants for even the most temporary 
employments ought to be generally rec­
ognized. If a man is working for you for 
only one day, he is representing you 
for that day. If he is incompetent, dis­
reputable, or dishonest, the onus upon 
you is as great as it would be were he a 
regular employee.
Any work that has for its purpose the 
accumulation of evidence upon the 
basis of which we testify about the cor­
rectness and propriety of our clients’ 
accounts is important. This importance 
extends to running adding-machine 
185
Papers on Auditing Procedure
tapes in verification of footings, to ex­
amining commonplace documents such 
as purchase invoices, or to proving the 
numerical sequence of prenumbered 
stationery. These tasks do not require 
technical skills, and they are tedious, so 
that they usually fall to beginning ju­
niors and temporary employees. But 
they are important. I suggest that if the 
fact of their importance was kept more 
consistently in sight, if it was com­
municated to the employee who was 
assigned to do them, and if he were al­
lowed to feel the sense of dignity which 
their importance imparts, he would be 
a happier and more useful employee. 
Too many prospectively useful profes­
sional accountants have been allowed to 
feel that they have been exploited by 
assignment to trivial routine of dubious 
importance for mercilessly long periods, 
by dismissal without notice or compen­
sation for overtime at the first slacken­
ing of the seasonal rush, and by in­
considerate or downright discourteous 
treatment in the meantime. The more 
enlightened policies, now adopted by 
many leading practitioners, of paying 
for overtime of temporary staff and of 
providing maximum possible notice of 
dismissal should become a universal 
rule, and every employee should be 
allowed the sense of decent personal 
dignity that comes from knowing that 
his job is worth doing, if we want to 
obtain a reasonably satisfactory stand­
ard of services from these temporary 
employees.
That, from a purely immediate and 
individual point of view, rather sums up 
the meagre suggestions on temporary 
staff that I find myself able to make. 
I might add something about super­
vision, assignment to typical tasks with 
the risk factor as the point of emphasis, 
but I do not believe that anyone gives 
any more responsibilities or unsuper­
vised engagements to untried men than 
is absolutely necessary anyway, so I see 
no reason for taking up time with the 
subject. In brief, it works out to four 
propositions. Hire them early. Train 
them as much as possible. Don’t slight 
the element of personal investigation. 
Treat them fairly, and give them a sense 
that they are making a useful contribu­
tion to the project.
More Basic Remedies
As I have already intimated, we have, 
as long as practice conditions remain as 
they are, a distinct interest in the supply 
of available temporary assistants, ade­
quate provision for which extends be­
yond the capacity of any single em­
ployer. A great deal could be done to 
make lives of temporary staff employees 
more tolerable, however, by enlightened 
cooperative effort. I suggest that rea­
sonable cooperation might result in a 
sort of staff clearing bureau at which 
men available for employment could 
register, which would have available for 
employer inspection a file of their com­
plete and verified histories, with ratings 
by previous employers, and through 
which cooperating employers would 
undertake to meet both their temporary 
and permanent staff requirements in so 
far as was reasonably possible, so that 
registration would represent a substan­
tial advantage to the employee. The 
number of scattered calls for temporary 
assistants that come to my own desk 
from April to December suggest to me 
that a concentrated and consistent effort 
on any substantial scale would prove 
helpful to accountants and would mate­
rially reduce the seasonal unemployment 
of employees.
The basic cause of the problem, of 
course, is one already under attack on 
several fronts. It is the fantastic con­
dition, so far fastened on us by tradi­
tion, under which we have to do most 
of our work in the first two and a half 
months of each year. Every accountant 
who has any interest in making his own 
life tolerable and in being able to obtain 
any eventually supportable personnel 
policy for his profession should be in 
there for good old alma mater at top 
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capacity for the natural-year campaign. 
He should support an increasingly ag­
gressive campaign for the extension of 
the period within which tax returns are 
required to be filed. And, finally, 
he should resist frivolous deadlines, 
adopted arbitrarily by clients who, 
like generals willing to sacrifice twenty 
divisions to capture an objective with­
out considering whether it is worth 
capturing, are constantly insisting on 
reports being delivered before any 
rational need or any rational performance 
will permit their delivery.
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By Fred j. Duncombe
T
he preceding speakers have dis­
cussed the proper balancing of the 
staff as to the relationship in num­
ber of supervisors, seniors, senior as­
sistants, and junior assistants. How­
ever, in order to balance the staff and to 
plan in advance for the winter season, 
consideration must be given to the 
amount of anticipated work. This in­
volves the preparation of a budget or 
time schedule, by weeks, through the 
winter season of the staff requirements 
to man all engagements expected to be 
in progress during each week.
While such a budget cannot be en­
tirely accurate because of inevitable 
changes in the starting dates of engage­
ments, due to the requests of clients, 
illness of accountants, unavoidable 
delays in completing other engage­
ments, etc., it is of vital importance in 
the determination of probable peaks 
and valleys in the season. Such a budget 
must not be taken too seriously in daily 
operations and in the making of current 
assignments of staff assistants. The 
budget must be as flexible as possible in 
order to permit the undertaking and 
proper handling of unforeseen engage­
ments.
Moreover, the peaks disclosed by the 
time chart may be evened off to a cer­
tain extent by arranging for and by 
performing the maximum amount of 
preliminary work on the engagements 
causing the highest peaks.
Upon determination of the most 
desirable periods to serve the various 
clients, from the standpoint of avail­
ability of staff, but being mindful also 
of their wishes and requirements, the 
next step is to make arrangements with 
the clients to fit the program as nearly 
as practicable.
In negotiating with clients and pros­
pective clients, there are important 
preliminary considerations which must 
be explored in order to formulate the 
necessary plans for rendering service 
best suited to the client’s needs.
Of first importance is the purpose of 
the examination. Is it a regular annual 
audit, or is it required for some special 
purpose? Is it to determine the financial 
condition as of a certain date, and the 
results of operations for a period ended 
that date as a basis for bank or other 
credit, for negotiations for the purchase 
or sale of the business, for use in con­
nection with bankruptcy proceedings, 
or for public financing purposes? If the 
latter, inquiry must be made to deter­
mine the company’s eligibility for 
registration under the federal securities 
act, to learn the proposed plan of financ­
ing and the underwriting thereof, to 
ascertain whether or not acquisitions of 
other properties are contemplated, etc. 
Inquiry should also be made as to spe­
cial features such as extended investiga­
tions into operations or other phases of 
the business.
As a result of these preliminary con­
siderations, the period to be covered by 
the examination must be established, 
and the general nature of the report 
must be determined.
Having thus learned the purpose of 
the examination and the nature of the 
report desired, it is essential to learn 
more detailed information regarding the 
client’s affairs with a view toward plan­
ning the execution of the engagement.
Where is the client’s main office, and 
where is each of its subsidiaries, plants, 
and branch offices located ? Are all of the 
accounting records maintained at the 
main office, or are various records kept 
at other locations? What is the book­
keeping procedure, and where are the 
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records kept as to cash, receivables, and 
inventories? In this connection, is it 
desirable and feasible to test physical 
quantities of inventories? If so, when 
and where must this be done? Is it prac­
ticable to request confirmations of 
account balances from customers and 
creditors? Where are cash on hand and 
negotiable securities held, and when 
may access be had for their inspection? 
Having in mind the time budget, ar­
rangements should be made for the 
starting dates of interim or preliminary 
work, and the probable date the books 
will be closed for the final work should 
be ascertained. Also the date the client 
desires the examination completed and 
the report delivered should be devel­
oped. Also the date of the annual stock­
holders’ meeting should be learned, or 
such other significant event which 
might serve to fix a deadline for delivery 
of the report.
As a matter of fact, unless he is en­
tirely familiar with all of the client’s 
affairs, the accountant should spend 
several hours (even days, as to large 
engagements) in making a complete 
survey of the client’s office practices, 
accounting system, personnel, etc.
Upon learning much of the intimate 
detail of the client’s affairs, the ac­
countant should arrange for the client’s 
employees to prepare the maximum 
amount of detailed trial balances and 
analyses for his use, such as detailed 
lists of receivables and payables, inven­
tory details, schedules of insurance 
coverage and unexpired premiums, 
descriptions of additions to fixed assets, 
and such other items as may be ap­
propriate. Arrangements should be 
made to insure the preservation of 
creditors’ monthly statements.
To avoid annoyance or complications 
in the client’s offices, a list of the em­
ployees, their duties, and their relative 
authority should be prepared. Inquiry 
should be made as to the extent to 
which confidential matters may be dis­
cussed with employees, and as to who 
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Clients are often disposed to ignore 
office space for the auditors and, unless 
advance arrangements are made, the 
accountants may find it necessary to 
work up against a wall. With this matter 
discussed prior to commencement of the 
work, and with the proper explanation 
being made to the client that convenient 
working facilities will save time and 
expense, no difficulties will be ex­
perienced.
Last, but by no means least, a definite 
understanding must be reached as to 
the accountant’s fee. A complete under­
standing will eliminate future troubles. 
If a fixed fee is named, just what does 
it include? If per diem rates are to be 
charged, what are they? Are traveling 
and subsistence expenses to be charged? 
Has any estimate been given or maxi­
mum fee named? Exactly who is to pay 
the bill? This latter point may seem 
elementary, but in examining the ac­
counts of one company in connection 
with a proposed purchase by another 
company, the accountant should always 
consider his position in the event the 
proposed transaction is not consum­
mated.
To be sure of a complete meeting of 
the minds, it is a good policy for the 
accountant to write a confirming letter 
to his client authorizing the general 
scope of the service to be rendered, the 
pertinent features thereof, and the basis 
of the fees to be charged.
At the same time a comprehensive 
memorandum should be written for 
office use; several copies of this mem­
orandum should be made:
One for the general correspondence file. 
One for the bookkeeping department. 
One for a numerical file.
One for each participating office. 
One for each in-charge accountant.
This memorandum has numerous 
purposes. It comprises an historical 
record of the details of the understand­
ing the firm had with the client. It 
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embraces a complete description of the 
service to be rendered and basic instruc­
tions for the field accountants. It is the 
basis of record keeping and billing by 
the accountant’s bookkeeping depart­
ment.
Following is an outline of the mini­
mum information which should be 
included in the engagement memoran­
dum:
1. Name of organization to be exam­
ined, including all subsidiaries and 
affiliates.
2. Address of each location where 
records are kept.
3. Type of client’s business.
4. Nature of service to be rendered —
(a) Purpose of examination.
(b) General description of scope.
(c) Nature of report required.
(d) Period to be covered.
(e) Whether or not inventory quan­
tities are to be tested.
(f) Whether or not receivables and 
payables are to be confirmed.
(g) Description of preparation 
work to be done by client’s 
employees.
(h) What work is to be done at lo­
cations other than client’s main 
offices.
(In short, all general instructions 
necessary for the performance of the 
service by an experienced senior 
accountant.)
5. When service is to be commenced, 
and approximate length.
6. Number of each class of accoun­
tants required at each location and 
whether or not it is important to 
assign certain individuals from the 
staff.
7. Basis of charges —
(a) Rate per day for each class of 
accountants.
(b) Whether or not traveling and 
subsistence expenses are to be 
charged to client.
8. Description of any estimate given 
to client, or maximum fee named.
9. Who is to be billed for the services 
and expenses, and where bill is to be 
sent.
10. Who is client, if other than or­
ganization whose records are to be 
examined.
11. Description of any previous service 
rendered to client.
12. Complete record as to where, when, 
and how engagement was taken.
13. Any other relevant information.
In the case of unusual engagements it 
may be necessary to supplement the 
engagement memorandum with further 
written instructions for the use of staff 
accountants.
The survey of the client’s accounting 
methods mentioned hereinbefore is not 
expected to be sufficiently detailed to 
form a final basis for judgment as to the 
extent and effectiveness of the system 
of internal control. Hence, upon under­
taking the engagement, a further survey 
should be made for that purpose.
At that time a working budget should 
be prepared of the time to be expended 
by the field accountants assigned to the 
engagement. This budget should com­
prise an outline of all the operations to 
be undertaken in the course of the ex­
amination, and the estimated number 
of hours which will be required for each 
class of accountants to spend on that 
operation. In the event of repeat en­
gagements, the actual time expended 
for each operation in the preceding 
examination should be recorded.
The field accountants should be re­
quired to maintain detailed time rec­
ords, and such records should be sum­
marized and posted to the budget by 
operations, so as to show what account­
ant did the work and the amount of 
time he spent in doing it.
At least once in each week the senior 
accountant should report to the super­
vising principal, probably orally, as to 
the salient features of the engagement. 
Such a report would cover, among other 
things, the following matters :
1. Any unusual situations which have 
arisen.
2. Progress on each operation in rela­
tion to the budget.
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3. Relationships with client’s organiza­
tion.
4. Capabilities of assistants.
5. Any questions as to which the senior 
desires advice or assistance.
Most of the foregoing relates to mat­
ters to be considered prior to and upon 
commencement of an accounting en­
gagement. The importance of these 
duties cannot be underestimated in 
relation to their effect upon the success­
ful operation of a public accountant’s 
practice. There is an old saying that “a 
job well planned is half done.” I would 
go further and say that unless an ac­
counting job is well planned it cannot 
be done (and the client permanently 
retained).
Since our general subject for discus­
sion relates to the internal conduct of an 
accounting practice, little space will be 
devoted to the supervision, completion, 
and review of engagements.
Suffice to say that the supervising 
principal should maintain an extremely 
close contact with the engagement 
from the date of its inception to the 
delivery of the report (and the collection 
of his fee).
Obviously, he should consult with the 
senior accountant from time to time, 
should review the working papers in 
detail, should reconcile the analyses 
with the working trial balances, should 
consider and pass on all adjusting en­
tries, should discuss and pass on any 
questions raised by the senior account­
ant, and should finally approve the 
program followed and the resultant 
working papers as a basis for the 
report.
Upon completion of the rough draft 
of the report, the supervising principal 
should check all items or groupings 
thereof from the adjusted working trial 
balance to the report, should review the 
schedules and comments of the report, 
should consider the necessity for and 
adequacy of explanatory footnotes an­
nexed to the report schedules, and 
should consider and approve the word­
ing of the certificate to be contained 
in the report.
It is not presumed that the supervis­
ing principal will check every figure in 
the report. However, before the report 
is typed it should be completely checked 
by reference to the working papers 
and to other parts of the report wherein 
corresponding figures are shown.
The typing and proofreading of ac­
countants’ reports are often not given 
the attention they deserve. To avoid 
embarrassing errors, these operations 
must be carefully and painstakingly 
done. For the purpose of placing re­
sponsibility it is well to create a separate 
department for the completion of re­
ports. The employees of this depart­
ment should be supplied with written 
instructions as to the exact duties ex­
pected of them. To secure uniformity in 
reports, the partners of the firm should 
also develop a written statement of 
report policy. This would include in­
structions as to the set-up of financial 
statements, the use of capitals, under­
scoring, any special rules as to punctua­
tion, preferences as to the spelling of 
words with optional spelling, and other 
similar subjects.
Upon delivery of the rough draft of a 
report to the typing department, the 
supervising principal should supply 
written instructions as to the following:
1. Exact name to be used on cover.
2. Title of report to be used on cover.
3. Size of paper to be used if unusual, 
such as S.E.C. requirements.
4. Number of copies required for client.
5. Date delivered to typing depart­
ment.
6. Date completed report required.
7. Data regarding delivery of com­
pleted report.
To place responsibility for work per­
formed, it is desirable to have a rubber 
stamp which will be used to imprint 
each page of one office copy of the re­
port, thereby providing spaces for the 
initials of those employees who per­
formed various operations. Such a 
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stamp would probably provide spaces 
for initialing as to the following:
Typed.
Proved figures. 
Compared (from — to). 
Made corrections.
Final reading.
The last step before signature of a 
report is the final proofreading of the 
finished product. This should be done by 
a principal of the firm, or at least by an 
employee of wide experience. Regardless 
of the amount of care exercised in typ­
ing and checking of reports, an ex­
perienced accountant will often detect 
errors which have slipped through the 
report department.
Clients, and the public generally, 
place undue importance on the minor 
errors in accountants’ reports. This 
must be recognized and extreme meas­
ures adopted to guard against them. 
The accountant’s report is the only 
tangible evidence of his services, and 
much fine work can be overshadowed 
by carelessly prepared reports.
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BY LOUIS H. PlLIE
I
nstructions given to me relative 
to this paper, stressing the impor­
tance of condensation and clarity, 
suggested strict limitation thereof to 
discussion of such aspects of “working 
papers” as regard the type best suited 
to the purposes of the average prac­
titioner, acceptable methods of han­
dling them as the work progresses, and 
their indexing and filing so as to make 
them easily accessible to the require­
ments of speedy and comprehensive 
reference after completion of the en­
gagement. The question here is, what 
quality, color, size, binding, etc., should 
working papers assume, and what pro­
cedure should be followed, in order to 
produce maximum efficiency from the 
standpoint of the internal conduct of an 
accounting practice?
No treatise on this subject should be 
written without recommending, for de­
tails, reference to the works of Maurice 
E. Peloubet, Palmer and Bell, and J. 
Hugh Jackson.
Few will disagree with the statement 
that the most important as well as 
most expensive element of the public 
auditor’s service to his clients is his 
staff of trained accountants. Granting 
this, it follows that the more factors 
which can be made to contribute to the 
staff accountant’s comfort, convenience, 
and speed, the greater will be his effi­
ciency, and the client will receive a cor­
respondingly better service. The higher 
price paid for expensive paper, properly 
colored and ruled so as to relieve eye­
strain, is a most effective economy when 
measured by the benefits obtained 
through its use. Apart from the ma­
terial side, the attitude of contentment 
created in the worker’s mind through 
use of high-grade stationery, to my way 
of thinking, goes far indeed towards the 
conduct of a good audit.
It has been my good fortune to obtain 
from a number of larger accounting 
firms in my city their views on this 
aspect of the subject. All of them use a 
good ledger bond material which can 
stand erasures and heavy handling with 
minimum soiling. An important factor 
in warm climates is the provision of a 
proper smoothness of surface to curtail 
the tendency of the paper to stick to 
perspiring hands and arms. Most of 
these firms chose light buff as, particu­
larly with artificial illumination, this 
shade appears to absorb more and re­
flect less light. The color next in popu­
larity is a faded blue-green, with a 
velvety finish quite easy on the eyes. 
White is almost taboo.
Vertical as well as horizontal rulings 
must be sufficiently spaced to permit 
legibility. This is important, not only 
to the accountant who is forever making 
calculations and who must constantly 
refer to the papers as the work pro­
gresses, but to the reviewer and the 
stenographic department. The crowding 
together of digits in long columnar 
arrays is most disconcerting and a 
positive damage to the efficiency of all 
concerned.
As to binding, my inquiries indicate a 
preference for the usual book-form ar­
rangement over the erstwhile popular 
horizontal top punching and fastening. 
Punch-holes in standard positions on 
the left vertical side of the paper, and 
substantial Manila covers, through 
which staples, clamps, or braids are 
inserted, provide flexibility and perma­
nency. The reader handles the file in the 
natural, long-accustomed fashion of 
reading a book. This arrangement also 
enables the use of stock-form ring 
binders, discussed later herein.
The most prevalent sheet in use seems 
to be a four-column setup, with a suit­
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able writing space to the left, and a date 
or marginal space at the extreme left 
edge. The report letter paper, fre­
quently containing only horizontal lines 
and one vertical left-hand marginal line, 
is usually the same size, and the other 
larger sheets, when filed temporarily or 
permanently, are folded to equal the 
dimensions of these two types. These 
types are mostly of four popular sizes, 
viz.:
8 1/2"x 11" 
9 1/2" x 12" 
8 1/2" x 14" 
9 1/2" x 14"
The two first sizes mentioned, having 
a shallower depth, are held to afford the 
advantage of a more concentrated work­
ing and vision area, providing ease of 
manipulation and causing less eyestrain, 
especially to those wearing bifocal eye­
glasses. This seems largely psychologi­
cal. A second advantage is stated to lie 
in the shorter columns required to be 
added mentally when no adding ma­
chine is available. In this machine age 
little weight is attached to this. Lacking 
a machine, subtotals can be taken. A 
third argument in favor of smaller 
sheets points to the waste attending the 
numerous ones used only partially, and 
to economy in equipment as a result of 
smaller, consequently cheaper, filing 
cabinets.
My personal preference goes with the 
larger sheet. In my opinion, if there be 
a saving in paper, it is inconsequential. 
Also, it is doubtful if the larger number 
of smaller sheets needed in a given 
engagement will not offset the pur­
ported saving in filing space, since the 
greater thickness of each finished file 
will largely negate the economy result­
ing from the diminished surface area. An 
interesting experiment is that of an 
audit conducted by our firm, requiring 
the use of 216 sheets of working paper, 
size 9 1/2 x 14", with 44 per cent thereof 
having been used to a depth of more 
than 12 inches. It was calculated that a 
net saving of only 3 3/4 per cent in depth 
inches would have resulted had 9)4" x 
12" paper been substituted; not so 
significant a consideration when com­
pared with the labor incidental to for­
warding totals, headings, etc., from so 
many additional sheets.
In the preparation of the larger, more 
common exhibits, in more instances 
than not, practically every inch of a 
9)4" x 14" sheet will be utilized to do a 
neat job. When the practitioner follows 
the system of pasting in his audit file 
supporting verification papers, such as 
legal size documents (8 1/2" x 14"), and 
American Institute bank confirmation 
forms (8 1/2" x 12 1/8"), the use of the 
larger paper avoids much folding and 
otherwise stands in good stead, particu­
larly as regards its use with ring binders.
My allotted time will permit but a 
mere mention of the use, by some, of 
forms printed in advance to suit practi­
cally all title and columnar headings 
common to analysis and verification of 
assets and liabilities, as well as working 
trial balances, adjusting entries, etc. 
On the back of each sheet is printed a 
rather comprehensive program covering 
each item. Use of these has advantages 
and disadvantages.
There is some danger in a printed or 
watermarked firm name on any but the 
formal report paper.
It is safe to say that pencil, instead of 
ink, is of more common usage.
Brief consideration of disposition, 
filing, and indexing during and after 
the average audit should begin with the 
statement that uniform sized sheets are 
certainly desirable. Odd-sized docu­
ments should be pasted to regular 
sheets, facing the front, before placing 
in ring binder or temporary folder. 
When numerous, verification replies 
from customers, creditors, etc., may be 
placed in a special folder for separate 
filing, or a subfolder as part of the gen­
eral file, but when possible it is prefera­
ble to paste these to the uniform sheets 
of the current file.
A prevalent and satisfactory pro­
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cedure of handling for the average case 
calls for placing in a ring binder, instead 
of keeping them loosely in a folder, all 
papers as partially or fully completed, 
under their appropriate classification, 
e.g., current assets, fixed liabilities, 
permanent file, etc. This, in my opin­
ion, adds much to the orderly and sys­
tematic conduct of an audit and lightens 
the task of the reviewer. When the 
work is finished, all papers follow each 
other in the order that their related 
items appear in the balance-sheet or 
profit-and-loss statement — or perti­
nent supporting statements — not in 
the order of their sequence in the work­
ing trial balance.
Papers are indexed according to the 
following numerical sequences:
Working papers on Series 
Verification of assets. 100 through 199 
Verification of liabil­
ities .......................... 200 through 299
Verification of income
and expenses.......... 300 through 399
Miscellaneous items. . 400 through 499 
Verification replies and
adding-machine 
tapes (except when 
pasted to a specially 
indexed sheet)........ No numbers
Letters are suffixed to the numerals 
when more than one sheet is used, so 
that if “accounts receivable” takes 
number 101 and its verification requires 
the use of six sheets, the first sheet bears 
101 a, the sixth, 101 f.
The index references are inserted in 
the index column on the working trial 
balance opposite the corresponding 
items supported by these papers. Where 
items are supported by analytical state­
ments accompanying the report, the 
folio numbers of the pencil originals of 
such statements are inserted in the 
index column, prefixed by the capital 
letter “R,” signifying “report.” The 
“permanent file” is built up by insert­
ing the latest papers at the top.
It is important that adequate cross 
references be applied when one docu­
ment, perforce filed in but one position, 
supports two or more items. An example 
is a bank’s confirmation of cash and 
notes payable on the same form, filed 
under the classification “Cash, 100 a.” 
The report or other schedule having to 
do with “notes payable,” say “R 12,” 
should refer to index number 100 a, and 
vice versa, with proper explanations, 
and both index numbers should appear 
on the notes payable line in the working 
trial balance.
Audit programs, query sheets, review 
sheets, and the like, are placed in suita­
ble order under “miscellaneous.”
A matter of importance is the prep­
aration of one or more sheets for filing 
in proper order, for items not appearing 
in the balance-sheet or profit-and-loss 
statement, the presence of which would 
ordinarily be called for by consistency 
or other circumstances. For instance, 
the owner of a store building who also 
owns all the stock of a corporation 
operating a retail business therein, may 
have waived his rental for the current 
year. Besides copies of minutes and 
other papers appearing under “miscel­
laneous,” a special explanatory sheet 
should be prepared to cover the situa­
tion fully, filed where the “rent” anal­
ysis would belong, and indexed opposite 
the word “rent” (shown with no 
amount) on the working trial balance, 
with all sheets carrying adequate cross 
references.
Final storage of papers is best served 
by using a standard sized, red fiberoid 
envelope, on the outside of which is 
labeled the name of client, nature of 
work in brief, and period or date cov­
ered. Depending on the type and size of 
clientele, appropriate numerical index­
ing of folders may be inaugurated, but 
for many of the relatively small practi­
tioners, an alphabetical arrangement is 
suitable. Copies of all typed reports 
should be retained permanently, as well 
as certain important tax returns, but 
working papers should be cremated 
when judgment permits such action.
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Introduction
By T. Coleman Andrews
I should like to say, in opening this clinic, that the very excellent pro­gram which has been provided was conceived and organized by Lloyd 
Morey, chairman of the Institute’s spe­
cial committee on governmental ac­
counting. Mr. Morey, as most of you 
know, is controller of the University 
of Illinois. It so happens that this is 
opening week at the university; conse­
quently, it was impossible for Mr. 
Morey to be here to conduct this 
meeting.
We start off, therefore, under some­
thing of a handicap, but the eminence of 
our speakers and commentators encour­
ages me to believe that we will be able to 
do justice to Mr. Morey’s plans. Never 
before in the history of this or any other 
country has such a program as we are to 
have here this morning been more 
timely. From the beginning of organ­
ized local, state, and federal govern­
ment in this country, down to a com­
paratively few years ago, the necessity 
for adequate and informative account­
ing for the public revenues either was 
not recognized or was deliberately 
ignored.
When the sources of public revenues 
and the activities of even the federal, 
as well as the state and local govern­
ments were few and relatively simple, 
there probably was not any necessity 
for a great deal of accounting; certainly 
there wasn’t any necessity for anything 
elaborate. But the activities of the fed­
eral, state, and local governments didn’t 
remain few in number and relatively 
simple very long, and new sources of 
revenue had to be found and old ones 
expanded. The trend from a predomi­
nantly agricultural economy to a com­
bination of agricultural and industrial 
economy developed rapidly, once it 
started. Sleepy villages and towns be­
came bustling cities, beehives of indus­
trial and commercial activity. And so 
the period of rapid urban development 
and expansion began, and the era of 
specialization of effort was under way.
The more our people specialized and 
became dependent upon the labor of 
each other, the more they began to look 
to the federal, state, and local govern­
ments to render services not previously 
required of the several strata of govern­
ment; the more they expected the gov­
ernments to do for them some of the 
things they formerly did for themselves.
The carpenter, for instance, employed 
full time at his trade, found it more 
convenient and more profitable to have 
his trash and garbage removed by the 
community in which he lived than to 
remove it himself, as he did when spas­
modic employment afforded him time 
to “wait on himself.” And so began the 
rendering, by the federal, state, and 
local governments, of the multitude of 
services which everyone now expects 
as a matter of course — services all, as 
distinguished from government. And 
public expenditures began to mount. 
Then came the World War which ended 
with a national, state, and local debt 
and started an era of ten-figure budgets 
that made everything prior to that look 
puny and insignificant.
In the recovery which followed the 
World War it began to look for a time 
as though we might return to something 
approaching a normal perspective; but 
alas and alack, it was but a dream of 
a new order of things, an economic 
Utopia, where prosperity would be ever 
with us, and adversity would never dare 
raise its head — an era, unfortunately, 
of wishful thinking and paper profits. 
Those who thought they had won the 
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war had lost it. Then came the depres­
sion and the New Deal, with the dole, 
otherwise known as relief, piled on top 
of an already staggering load. And now, 
with an all-time record of debt and an­
other world war under way, it is diffi­
cult to think of our federal, state, and 
local governments without asking our­
selves the question, What next? This is 
indeed an appropriate time to discuss 
municipal accounting.
There is another aspect of the situa­
tion. All around us we see local govern­
ment breaking down under the strain, 
its collapse hastened not infrequently 
by graft and corruption. Truly, munici­
pal government in America seems to be 
at the crossroads. The demand for ex­
penditures for the extension of estab­
lished services, the addition of new 
services, and the construction of fur­
ther improvements mounts higher and 
higher, while staggering sums still re­
main to be paid to liquidate past ex­
penditures. The cost of education con­
tinues to increase despite a declining 
school population. And those who can’t 
take care of themselves, yes, even those 
who won’t, must be taken care of.
There is bound to be an end to all this 
somewhere, just as there is a bottom 
to every pocketbook. The bottom of the 
taxpayer’s pocketbook has just about 
been reached. Every one of us is putting 
in entirely too many days each year 
working for the government. We are not 
very far from the point where the tail 
will begin to wag the dog.
Two interesting phenomena feature 
this situation. One is the fact that the 
people apparently have been indifferent 
to the development of it. We evidently 
have been too busy maintaining our 
reputation for personal industry or, to 
put it plainly, too busy maintaining our 
reputation for chasing the dollar in 
order that we might enjoy ease and 
comfort.
There isn’t any doubt about the fact 
that we have become soft and lost our 
devotion to those principles of govern­
ment which have given us the freedom 
to do pretty much as we have been 
pleased to do. We appear to have be­
come softened to the point of being no 
longer willing to fight for those things 
that are worth fighting for, lest the ease 
of our standards of living be threatened. 
There is encouraging evidence, however, 
that we are beginning to recognize that 
waste, extravagance, mismanagement, 
graft, and corruption have taken hold 
as we have lost interest. And there are 
signs that the people are reawakening to 
the fact that the privilege of self- 
government is one which cannot be 
weaned from the breast of eternal 
vigilance without great danger of be­
coming forever lost.
The other interesting phenomena 
that features this situation is to be 
found in the fact that those who have 
capital to invest apparently have com­
pletely lost their sense of credit dis­
crimination. In their rush to avoid taxes 
they have bid the price of municipal 
bonds up to extravagance-breeding 
levels, granting credit which was not 
deserved, thereby denying needed credit 
to industry and commerce and con­
tributing to the stagnation with which 
we have been beset.
All these debts will fall due some day, 
but many of them are not going to be 
paid. When the defaulting borrowers 
say “I’m sorry,” the bondholders will 
be able to blame no one more than 
themselves for the default. Let us hope 
that we are facing a return to sanity, a 
return to popular interest in govern­
ment and a rational basis of financing 
municipal improvements. Let us hope 
too that real progress in economic man­
agement of public affairs is ahead of us.
It will take the full force of such de­
velopments to preserve the Democratic 
form of government, even under normal 
conditions. If the war now raging in 
Europe continues for any appreciable 
length of time, even these developments 
may prove insufficient to save us from 
political and social revolution, whether
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or not we become a party to this con­
flict. It seems very doubtful that the 
principles of government upon which 
our country is founded and has grown 
to greatness will withstand the burden 
of another world war piled upon the 
sum of the cost of the last one and the 
cost of the fight we have had to wage 
against the consequences of the eco­
nomic collapse of 1929.
We, as accountants, cannot afford to 
admit, I think, that the present situa­
tion would have developed regardless of 
how well the public books were kept. 
We should not be justified in any belief 
that accounting is the sine qua non of 
good management. But we should be 
justified in the belief, and the assertion, 
that an informed management is less 
apt to fall down than an uninformed 
one, and that when an informed man­
agement does fall down it cannot blame 
its failure upon ignorance.
Is it likely that one will contend that 
full and correct accounting and an in­
formative reporting of the data afforded 
by such accounting would not have 
headed off or at least reduced the degree 
of loss in the big public steals that we 
have heard about in recent years? Cer­
tainly not. The crook and the unscru­
pulous politician depend upon conceal­
ment of facts for the success of their 
schemes. Not a one of these steals to 
which I have alluded could have 
reached any such proportions as it did if 
the light of truth had not been dimmed.
Informative accounting is the light 
by which the path of public administra­
tion is illuminated. The only hope that 
we can have for an interest in the ad­
ministration of public affairs by the 
body politic is to keep that light burn­
ing brightly. The keeper of the light 
must never sleep, for, notwithstanding 
the fact that the public seems at times 
totally indifferent to the administration 
of its affairs, it nevertheless is true that 
an informed person will ask questions. 
He will want to know the reason why. 
Accounting tells the reason why.
About fifteen years ago, the finance 
officers of the municipalities of the 
United States and Canada organized 
themselves into the Municipal Finance 
Officers’ Association of the United States 
and Canada, under the leadership of 
men who saw clearly the consequences 
of inadequate accounting and realized 
what advancement could be made in 
the administration of public affairs by 
improving this phase of municipal ad­
ministration. These men relit the lamps, 
and from year to year have increased 
their brilliance. Within a few short 
years, a very complete bibliography on 
municipal accounting and administra­
tion has been created by these men and 
their supporters.
Just a few years ago, under the lead­
ership of the Municipal Finance Offi­
cers’ Association of the United States 
and Canada, a National Committee on 
Municipal Accounting was organized 
consisting of representatives from a 
number of national organizations inter­
ested in the subject. These bodies in­
cluded the Institute, which has cooper­
ated wholeheartedly from the beginning 
through a special committee on govern­
mental accounting, which committee, 
as heretofore stated, has been headed 
during the past fiscal year by Lloyd 
Morey.
The committee has had a very busy 
year under Mr. Morey’s fine leadership. 
It rendered valuable assistance in the 
writing of Municipal Audit Procedure, 
a revision of the Municipal Finance 
Officers’ Association’s Suggested Pro­
cedure for Detailed Municipal Audits. 
It collaborated also in the compilation 
of A Standard Classification of Munici­
pal Revenues and Expenditures, another 
publication of the National Committee.
It prepared a bulletin on local govern­
mental accounting and auditing. This 
bulletin was published in the April, 1939, 
issue of The Journal of Accountancy.
It prepared a statement dealing with 
the problems of special examinations as 
a basis for the licensing of persons to 
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conduct audits of local governments. 
This statement was published in the 
April, 1939, issue of The Certified Public 
Accountant. It also prepared a statement 
dealing with qualifications for public 
fiscal positions. This statement was 
published in The Journal of Accountancy 
for September, 1939.
It set up a special subcommittee on 
federal government accounting and re­
porting. A statement on this subject was 
published in the February, 1939, issue 
of The Certified Public Accountant, and 
important conversations were held with 
various officials of the Federal Govern­
ment during the year.
Members of the committee partici­
pated in a special session on govern­
mental accounting at the annual meet­
ing of the American Accounting Asso­
ciation at Detroit in December, at the 
annual meeting of the Michigan Society 
of Certified Public Accountants at 
Detroit in May, and at the central 
states accounting conference at Des 
Moines, the eastern four-states account­
ing conference at Atlantic City, and the 
middle-Atlantic states accounting con­
ference at Richmond, in June.
During recent sessions of state legis­
latures, legislation was introduced in a 
number of states affecting audits and 
financial procedure of local govern­
ments. The committee was called on to 
advise in a number of these cases. Prob­
ably the most notable piece of legisla­
tion passed was that in Connecticut, 
the provisions of which were reviewed 
in the June, 1939, issue of The Certified 
Public Accountant.
The committee has continued its ef­
forts to discourage the use of competi­
tive bidding in auditing engagements 
for public bodies. The National Com­
mittee on Municipal Accounting in its 
Municipal Audit Procedure, and the 
financial advisory service of the Ameri­
can Council on Education in its Inde­
pendent Audits of Colleges and Universi­
ties recommended strongly against such 
procedure.
The speakers who will address you 
today and those who will discuss their 
papers all are gentlemen who have won 
their spurs in municipal accounting 
and reporting. They have been among 
the torchbearers to whom I have al­
luded.
You will hear of the very excellent 
work of the uniform accounting com­
mittee of California’s League of Munici­
palities. You will hear an explanation of 
the very excellent systems of the city 
and county of San Francisco. And in 
another paper the problems encountered 
in auditing the books of a municipality 
will be presented.
These papers will, I am sure, indicate 
how at least some of the problems to 
which I have referred are being solved 
in progressive communities, particu­
larly in the very alert and up-to-date 
cities of the great state whose guests we 
are now privileged to be.
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Municipalities
BY J. M. LOWERY
T
he League of California Munici­
palities, realizing the desirability 
of and possible necessity for a uni­
form budgeting, accounting, and re­
porting procedure for the cities of Cali­
fornia, and believing that it would be 
less satisfactory to have the state legis­
lature prescribe and enforce such a sys­
tem, decided to assume the burden of 
developing such a plan and working for 
the state-wide voluntary adoption of 
their recommended procedure. At the 
League convention held in Santa Cruz 
in September, 1933, a resolution was 
adopted authorizing the appointment 
of a committee to make a study of budg­
eting, accounting, and reporting, and to 
recommend a uniform procedure, par­
ticularly for the benefit of cities of the 
fifth and sixth classes. The persons ap­
pointed to this committee were:
Miner B. Phillipps, Chairman, city con­
troller, city of Pasadena.
Joseph M. Lowery, Vice Chairman, 
C.P.A., county auditor, county of Los 
Angeles.
John W. Donner, Manager-Secretary, 
department of pensions, city of Los 
Angeles.
Frederick W. Woodbridge, professor of 
accounting, University of Southern 
California.
H. A. Harrison, C.P.A.
George S. Mouser, staff accountant.
All of the committee members lived 
in Southern California and were there­
fore in a position to meet frequently 
and regularly in the prosecution of their 
work and did, as a matter of fact, meet 
weekly, with some few exceptions, for a 
period of more than five years. You will 
notice that the list of committee mem­
bers includes the name of a staff ac­
countant. He was needed to do the 
necessary research and “pick and 
shovel” work. The committee could 
accomplish nothing without such as­
sistance.
All of the committee members were 
thoroughly conversant with the prob­
lem and realized that the road ahead 
was beset with many obstacles. In fact 
there were times when we were thor­
oughly dismayed. For instance, we 
realized that in most of the sixth-class 
cities within the state an elective offi­
cial, the city clerk, is the chief account­
ing officer, and that in many instances 
he has absolutely no knowledge of book­
keeping, and also that many cities ap­
parently could not afford to hire a tech­
nically trained bookkeeper or account­
ant. Our only answer to this obstacle 
was to keep our reports as simple as 
possible and rely upon our ability to 
convince the administrative officials to 
employ public accountants to install the 
recommended system and to make 
periodic checks as a matter of economy 
as well as efficiency.
Uniformity, as we understood it, did 
not include the prescribing of forms or 
the mechanics or methods of bookkeep­
ing, but did include terminology, classi­
fication of accounts, principles of ac­
counting and budgetary procedure, and 
reporting. Realizing that uniformity 
could not become an accomplished fact 
unless it was national instead of state­
wide in its scope, we determined early 
in our deliberations that we would inte­
grate the work of the National Com­
mittee on Municipal Accounting with 
that of ours. Your mental reaction 
might be: Why have a state committee? 
Why not adopt the reports of the Na­
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tional Committee? At first blush that 
would seem to be the proper conclusion. 
We considered this question and quickly 
decided that the standards established 
by the National Committee would have 
to be harmonized with the conditions as 
they existed by virtue of our state and 
local laws (that would be true in any 
state), and that we should proceed upon 
that premise. Our committee had mem­
bership on the National Municipal 
Finance Officers’ advisory committee to 
the National Committee’s uniform ac­
counting committee, and therefore we 
were in constant touch with the work 
of the National Committee.
The first report of the committee was 
a tentative classification of revenue and 
expenditure accounts and was pre­
sented to the convention of the League 
of California Municipalities at San 
Francisco in 1935. This classification 
was only tentative because we were 
aware of the classification of accounts 
which was being developed by the 
National Committee.
After the first year, the question of 
what report to submit first was decided 
in this manner. We felt that budgeting, 
accounting, and reporting as a matter of 
practice followed in a cycle; so, no mat­
ter where you begin on the cycle, the 
other two naturally follow, i.e.:
Budgeting, accounting, reporting
or
Accounting, reporting, budgeting 
or
Reporting, budgeting, accounting.
Bulletin One
We started with reporting, and our 
first published report is entitled, Finan­
cial Reports of Municipalities. This re­
port was adopted by the League at its 
convention in Santa Monica in 1936.
The report starts out with the recom­
mendations of the committee which are:
1. That the following classifications of 
fund groupings be adopted by the 
cities of the state of California and 
incorporated in the accounting rec­
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pilation of financial statements: 
Unapportioned funds 
General funds
Special revenue funds 
Subvention and grant funds 
Bond redemption and interest 
funds
Capital funds 
Special assessment funds 
Trust funds
Public service enterprises 
Revolving service funds
2. That the municipalities of the state 
of California, in the preparation of 
their periodic reports, be requested 
and urged to follow the financial re­
port recommended by the committee 
and submitted herewith, to insure 
uniformity in the presentation of 
financial data;
3. That every municipality in the state 
of California render complete annual 
financial reports;
4. That the cities of the state of Cali­
fornia adopt as far as is practicable 
the uniform accounting terminology 
contained in the report of the Na­
tional Committee on Municipal Ac­
counting and which is included in 
this report;
5. That the cities of the state of Cali­
fornia adopt and include in their 
accounting procedure the accrual 
method of accounting, in so far as 
practical;
6. That in the organization of the finan­
cial structure of the cities of the 
state, centralized financial control be 
established to cover all fiscal activi­
ties of municipalities;
7. That an independent qualified audi­
tor be employed to make at least an 
annual audit of the financial transac­
tions of the city, and preferably that 
a program of continuous audit be 
adopted with quarterly reports 
thereon;
8. That the cities of the state be urged 
to adopt and incorporate in their ac­
counting procedure the classification 
of accounts heretofore recommended 
by this committee and adopted by 
the League of California Municipali­
ties, together with the uniform finan­
cial report herewith submitted.
Uniform Accounting in California Municipalities
Section II of the report presents an 
outline of a suggested financial report 
for California cities with a brief discus­
sion of its contents. The outline is brief 
enough to state here, as it has only 
twenty captions. They are:
1. Table of contents.
2. Letter of transmittal.
3. General comments.
4. Comments on or explanation of 
balance-sheet items.
5. Combined balance-sheet.
6. Schedules supporting any balance- 
sheet item not adequately explained 
under item No. 4, these schedules 
to be keyed to the items to which 
they refer on the balance-sheet.
7. Individual fund balance-sheets, which 
may be several in number, and 
which are in accordance with the 
fund grouping as recommended by 
the committee. These individual 
fund balance-sheets will show the 
component funds in detail.
8. Statement of cash receipts, dis­
bursements, transfers, and bal­
ances.
9. Statement of receipts, and funds to 
which apportioned.
10. Comparative statement of actual 
revenues and receipts with esti­
mated revenues and receipts.
11. Comparative statement of assessed 
valuations, tax delinquencies, and 
apportionment of taxes.
12. Statement of assessed valuations, 
tax rates, and apportionment of tax 
rates.
13. Summary and detail statements of 
expenditures with budget appro­
priations and balances.
14. Statement of changes in properties.
15. Statement of bonded indebtedness.
16. Departmental and general city 
statistics.
17. Departmental reports.
Public service enterprise reports.
18. Comments on and explanation of 
balance-sheet items.
19. Public service enterprise balance- 
sheets.
20. Public service enterprise condensed 
statement of revenues, expenses, 
and surplus.
Immediately after, the necessary 
forms in blank of the suggested finan­
cial report are presented.
Section IV is a reprint of the “Mu­
nicipal Accounting Terminology,” re­
port of the National Committee on Mu­
nicipal Accounting, reproduced through 
their courtesy.
The “proof of the pudding” is in 
Part II of this report. Here we produced 
the completed forms shown in blank 
in section III. Our staff accountant, 
through the courtesy of the officials of 
the city of Inglewood, prepared the 
annual report of that city for the fiscal 
year ended June 30, 1937, in accordance 
with our recommendations. Of course 
you will, as accountants, realize that a 
considerable amount of analyzing had 
to be done in order to accomplish this, 
because the accounts were not designed 
in advance to give us all of the desired 
information.
Bulletin Two
The second published report of the 
committee is entitled Budgeting for 
California Municipalities. This report 
was adopted by the convention of the 
League at San Jose in 1937. It presents 
a chapter on the history, developments, 
and essentials of a budget. In the treat­
ment of the preparation and adoption of 
the budget particular stress is given to 
the fixing of a definite budget calendar 
and the work-program method of allot­
ments.
In the chapter on the control of the 
budget the committee recognizes the 
possibility of accounts being kept upon 
a cash basis and outlines a means of 
budget control for such cases. We rec­
ommend centralized purchasing and 
present a detailed expenditure proce­
dure under a centralized purchasing 
system. We also point out the necessity 
for interim reports and recommend the 
following :
1. Monthly balance-sheets for each 
fund or group of related funds. (We 
stress the necessity for a complete
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subdivision and analysis of surplus.)
2. Statement of treasurer’s cash.
3. Forecast of cash position.
4. Statement of actual revenues and 
receipts compared with estimates.
5. Statement of expenditures and en­
cumbrances compared with appro­
priations.
6. Statement of collections of delin­
quent taxes.
7. Statement of collections of current 
year’s taxes.
8. Statement of collections of delin­
quent special assessments.
9. Statement of collections of current 
year’s special assessments.
10. Statements of departmental reve­
nues.
The budget document and budgetary 
accounting are covered in chapters IV 
and V. The recommendations of the 
committee in respect to preparation, 
execution, and control of the budget are 
as follows:
1. That a budget calendar be adopted 
which sets forth or makes mandatory 
the time and method to be used for 
each step in the preparation of the 
budget.
2. The classification of accounts used in 
the accounting system should be fol­
lowed in the preparation of the 
budget document.
3. The fiscal year should agree with the 
budget year.
4. The budget should be prepared and 
adopted before the beginning of the 
budget year.
5. The lump-sum type of budget is 
recommended with allotments being 
made on the basis of carefully re­
viewed work programs and the avail­
ability of funds.
6. That centralized administrative con­
trol be provided.
7. Purchasing should be done through 
one officer or unit of the govern­
mental organization.
8. Each purchase or request should 
undergo a careful pre-audit to de­
termine if funds are available to meet 
the expenditure and the merchandise 
or services delivered or received agree 
with what was ordered.
9. That an independent qualified audi­
tor be employed to make at least an 
annual audit of the financial transac­
tions of the city, and preferably that 
a program of continuous audit be 
adopted with quarterly reports 
thereon.
The section of this report entitled 
“Supplement” contains a suggested 
procedure and forms to be used in the 
preparation of the budget.
Bulletin Three
The third and last published report 
of this committee entitled, Manual of 
Accounting Procedures for California 
Municipalities, devotes a chapter to 
the financial administration of munici­
pal corporations in California from a 
legal standpoint, which was prepared 
by Louis H. Burke, legal counsel of the 
League of California Municipalities. I 
commend this chapter especially to you 
accountants who have not had experi­
ence in governmental units, because it 
shows very plainly the complete de­
pendence of governmental accounting 
upon law. All revenues are raised and 
expenditures made by virtue of some 
law and in no other way.
We have incorporated in this report 
the new classification of accounts of the 
bureau of census which is the work of 
the national committee on municipal 
accounting. Quoting from the report the 
committee states :
“In order to bring about standard­
ization in accounting procedures there 
must be a general acceptance of certain 
fundamental principles of municipal 
accounting. Realizing that these proce­
dures in California should be integrated 
with the best practices throughout the 
country, this committee has carefully 
considered the recommendations of the 
national committee on municipal ac­
counting. With these considerations in 
mind, the uniform accounting commit­
tee of the League of California Munici­
palities recommends as follows:
“1. That the general ledger chart of 
 accounts and the revenue, receipt, 
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and expenditure account classifica­
tion shown in chapters eight, nine, 
and ten be used by all California 
cities.
“2. That in the case of public service 
enterprises the classification of ac­
counts to those prescribed by the 
California railroad commission or 
the classification of accounts used 
by private enterprises carrying on ac­
tivities not under control of the state.
“3. The use of uniform accounting 
terminology. (See section IV, pages 
62 to 92 of Bulletin One, Financial 
Reports of Municipalities.)
“4. That the records be maintained 
upon a double-entry basis, with a 
general ledger wherein all transac­
tions are to be recorded. Subsidiary 
ledgers or registers should be estab­
lished where necessary.
“5. That the integrity of each fund be 
maintained by the creation of a 
complete set of accounts to reflect 
the financial condition of each fund 
and the result of its operation.
“6. That a definite fund segregation 
be made between accounts reflect­
ing operations, current assets, cur­
rent liabilities, and current surplus, 
and those accounts showing fixed 
assets and liabilities.
“ 7. That the accounting system in­
clude budget accounts for the con­
trol of revenues, receipts, and ex­
penditures.
“8. That the accrual basis of account­
ing be used in so far as is prac­
ticable.
“9. That centralized financial control 
be established to cover all fiscal 
activities of municipalities.
“10. That all purchases be made 
through a central purchasing agent 
and that he operate a central stores 
system wherever possible.
“11. That fixed assets and fixed liabili­
ties, such as properties and bonded 
obligations, be recorded in proper 
registers and that adjustments in 
such accounts be made annually in 
accordance with the operations re­
flected in the fund ledgers. These 
accounts should be segregated prop­
erly to show data required for in­
surance, maintenance, property ac­
countability, and debt redemp­
tion.”
The committee wants it definitely 
understood that the three published re­
ports showing the results of its work are 
not to be accepted as being beyond 
criticism, or even complete. We solicit 
your criticism or suggestions. We 
humbly recognize our own limitations 
and hope and pray that the results of 
our work will be a means of progressing 
toward that desired end — uniformity 
of governmental budgeting, accounting, 
and reporting.
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Accounting Procedure in the City and County of 
San Francisco
BY JAMES F. EGAN
ON January 8, 1932, San Fran- I cisco adopted a charter which had among its purposes the establishment of better financial con­
trol and the publication of more under­
standable financial statements. The 
results obtained in these respects have 
been most satisfactory.
The charter provided for the appoint­
ment of a controller with general 
powers and duties as follows:
Supervision of Accounting
The controller has the powers and 
duties of a county auditor. He is the 
auditor and chief accounting officer of 
the city and county, and has general 
supervision of the accounts of all 
officers, commissions, boards, and em­
ployees of the city and county charged 
in any manner with the receipt, collec­
tion, or disbursement of city and county 
funds, or of other funds. He prescribes 
the method of installing, keeping, and 
rendering accounts of, and the financial 
reports to be rendered by, the various 
officers, boards, and employees of the 
city and county.
The controller is required to keep 
accounts showing the financial transac­
tions of all departments, offices, and 
other subdivisions of the city and 
county. Such accounts and the ac­
counting procedure must adequately 
record the following:
1. All budgeted revenues and appro­
priations, together with additions 
or transfers thereto, and show at all 
times the amount of encumbrances, 
expenditures, or transfers therefrom, 
and the balances therein;
Note.—Mr. Egan is a certified public ac­
countant of San Francisco, Calif.
2. All revenues accrued and liabilities 
incurred;
3. All cash receipts and disbursements; 
and
4. In general, all transactions affecting 
the acquisition, custody, or disposi­
tion of values.
The controller shall determine, where 
practicable, the unit cost of work done 
by the city and county for the purpose 
of determining whether similar work 
can be done under public contract at a 
lower cost.
The controller shall devise adequate 
systems of internal check of all depart­
ments and offices of the city and county 
relative to the custody, collection, or 
disbursement of cash.
Audits
The controller audits the accounts of 
all boards, officers, and employees of the 
city and county charged in any manner 
with the custody, collection, or dis­
bursement of cash. He also audits all 
cash deposited with the treasurer, and 
makes monthly audits of all revolving 
funds.
When requested by the mayor, the 
board of supervisors, the chief admin­
istrative officer, or any board or commis­
sion for its own department, he audits 
the accounts of any officer or depart­
ment; and in the event of death, resig­
nation, removal, expiration of term, 
or retirement of the head of any de­
partment or office, or any officer or em­
ployee charged with the receipt, col­
lection, or disbursement of cash, the 
controller audits the accounts of such 
department, officer, or employee.
The controller engages independent 
auditors to audit the accounts of the 
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San Francisco-owned public-service en­
terprises, consisting of water, power, 
and street railway utilities, also the 
employees’ retirement system and the 
school department.
The board of supervisors appoints 
independent auditors to audit the office 
of the controller.
Reports
The controller prepares a complete 
annual financial report, of which some 
1,500 copies are printed and distributed 
to other municipalities, states, counties, 
banks, investment houses, city officials, 
and to such citizens as may apply 
therefor. This annual report contains 
statistics such as assessment rolls, tax 
rates, bonded debt limit, charts, etc., 
also the reports of independent auditors 
as follows:
1. Audit of the office of the controller.
2. San Francisco water department.
3. Hetch Hetchy water supply and 
power project.
4. Municipal railway of San Francisco.
5. Employees’ retirement system.
6. School department.
The annual financial report issued by 
San Francisco is complete and compre­
hensive. Other large municipalities 
would do well to follow suit.
The controller issues quarterly re­
ports which include all proprietary and 
funding (budgetary) accounts, detailed 
as to assets, liabilities, income, expendi­
tures, appropriations and funds, show­
ing financial condition of the city and 
county and of each division thereof, 
comparative with the corresponding 
period of the preceding year. These re­
ports are distributed to the mayor, the 
board of supervisors, the chief admin­
istrative officer, and to all department 
heads concerned.
Public Service Enterprises
The public service enterprises are as 
follows:
1. Water department.
2. Hetch Hetchy water supply and 
power project.
3. Municipal railway.
The funding (budgetary) accounts of 
these utilities are maintained by the 
controller who is charged with the con­
trol of all revenues and expenditures. 
The proprietary accounts are kept by 
the public utilities commission in ac­
cordance with the forms and require­
ments of the state public-utilities com­
mission (called the railroad commission) 
for public utilities engaged in like 
character of service, in so far as these 
are applicable to municipally owned and 
operated utilities.
Treasurer
All cash and checks received by any 
officer or employee of the city and 
county for, or in connection with, the 
business of the city and county, must 
be deposited with the treasurer not 
later than the next business day after its 
receipt. All pension funds and securities 
are in the custody of the treasurer. 
Before funds can be deposited with the 
treasurer, such deposits must be ap­
proved by the controller, who retains a 
copy of the deposit slip.
Disbursements of all public or other 
funds in the custody of the treasurer 
are made only on warrants drawn by 
the controller, excepting bonds and 
interest.
The treasurer prepares daily state­
ments showing the receipts, disburse­
ments, and balances of each fund.
The controller audits the treasurer’s 
receipts and disbursements and counts 
the cash and securities each month.
Proprietary Ledgers
The general city and county proprie­
tary ledgers are kept by the controller. 
Those of the utilities are kept by the 
public-utilities commission.
The proprietary ledgers contain sub­
stantially the same accounts as those 
maintained by commercial enterprises. 
The proprietary balance-sheet of the 
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city and county is arranged in columnar 
form, as follows:
General city and county:
1. Current accounts.
2. Capital accounts.
3. Special and trust accounts.
Public-service enterprises:
1. Water department.
2. Hetch Hetchy water and power 
project.
3. Municipal railway.
The income accounts show the revenues 
and expenses in the usual manner, except 
that the general city and county state­
ment includes bond redemption, con­
tributions to public service enterprises, 
and additions to property from reve­
nues among the expenditures, since 
these are financed through taxation.
Funding Ledgers
The funding ledgers have only one 
purpose and that is budgetary control. 
The ledgers are arranged to show re­
sources, encumbrances, unencumbered 
balances of appropriations, and unap­
propriated balances of each of the funds.
Since the expenditures appropriated 
in each annual appropriation ordinance 
(budget) are based on estimated reve­
nues which may not be fully realized, 
the controller is required to establish 
a schedule of allotments, either monthly 
or quarterly, under which the amounts 
appropriated for the various depart­
ments shall be expended. This schedule 
of allotments is revised frequently. The 
allotments are recorded in the appro­
priation accounts, and expenditures 
must be kept within the allotment lim­
its, so that the city and county is kept 
on a cash basis.
No obligation involving the expendi­
ture of cash shall be incurred or au­
thorized unless the controller first cer­
tifies (1) that there is a valid appropria­
tion from which the expenditure may 
be made, and (2) that sufficient unen­
cumbered cash is available in the treas­
ury to the credit of such fund to pay 
the amount of such expenditure when 
it becomes due and payable.
Mechanics of Accounting
In July, 1938, the Municipal Finance 
Officers’ Association of the United 
States and Canada, 1313 East 60th 
Street, Chicago, prepared and published 
a Manual of Accounting and Financial 
Procedure in the office of the Controller 
of the city and county of San Francisco, 
California. This manual sets forth in 
considerable detail the accounting and 
financial procedure, including the books 
of account and forms in use.
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Good Housekeeping in San Francisco
By S. V. Young
I am impressed with the fact that San Francisco has an improved method of handling its accounts and finances as described by Mr. Egan 
in his paper, and as shown by the annual 
report of the controller for the fiscal 
year ended June 30, 1938, which con­
tains a copy of reports of auditors of 
the various utilities and other functions, 
as well as the general city and county.
It is no doubt true that good house­
keeping in municipal affairs, supported 
by statements audited by certified 
public accountants, pays dividends to 
the city by way of lower interest rates 
on the bond issues of the city. You will 
note on page 52 of the controller’s re­
port (a reference to the auditor’s report 
contained therein) that bonds have been 
sold in recent years as low as 2 3/4 and 
even 2 per cent.
The bankers who handle the bonds 
of the city consider, as they do for all 
municipalities, the ability of the city to 
pay their interest charges and their 
bonds at maturity. Assume, for in­
stance, that the average interest rate on 
bonds would be only one half of one per 
cent higher than the rates payable by 
the city on the bonds which are pres­
ently outstanding. On $161,000,000 of 
bonded debt outstanding at June 30, 
1938, there would be an additional 
carrying charge of over $800,000 per 
annum. Such a saving is certainly an 
incentive to good management and will 
pay many times for the cost of surveys, 
systems, audits, etc.
The ratio of delinquent tax collections 
is particularly important to the banker. 
You will note on page 15 of the afore­
mentioned report that the uncollected 
taxes for the year ended June 30, 1938, 
amounted to only 1.5 per cent. I also 
call your attention to page 16, which 
shows in graphic form the comparison 
of tax delinquency with the average of 
nine other cities of over 600,000 popu­
lation. The average of these other cities 
was from five to ten times as great in 
percentage over the past seven years. 
San Francisco has certainly attained a 
record in tax collections.
Another factor important to the 
banker is the percentage of net debt. 
You will note on page 35, after deduct­
ing three special exemptions primarily 
applicable to the water department, 
the net debt is only $50,825,000 which, 
compared with an assessed valuation of 
real and personal property of approxi­
mately $972,000,000, shows a rate of 
approximately 5 per cent, or less than 
one half of the legal limitation of 12 
per cent.
Another factor requiring considera­
tion is the relation of the annual re­
quirement for bond interest and re­
demption in comparison with the total 
budget. On page 27 you will note that 
out of a total tax rate of $3.87 there 
was approximately 91 cents required 
for bond interest and redemption, or 
about 23 per cent of the total.
In referring to the Manual of Account­
ing which Mr. Egan mentioned in his 
paper, I noticed in the foreword by 
Carl H. Chatters the following:
“San Francisco was selected as the 
basis for the manual because its finance 
and accounting procedures are clean- 
cut, complete, and effective; because 
lines of authority are clearly defined; 
and lastly because it is one of the few 
public bodies which has already reduced 
departmental instructions to written 
form.”
The only criticism which I can find 
in my short perusal of the annual report 
is the treatment of the property ac­
counts as detailed on pages 48 and 49. 
These values are stated at cost and 
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represent merely an historical record of 
the cost of acquisition of those proper­
ties still in use, although it is question­
able whether all of the equipment (re­
ferred to in the last column) is still in 
use. You will note on page 39 that no 
depreciation is considered (except for 
the utilities) and no reference is made to 
the matter on page 31 of the text of the 
report under the heading of “Proper­
ties.” Accordingly, a large part of the 
capital surplus of over $170,000,000 is 
inflated. However, this matter is rela­
tively unimportant.
San Francisco is to be congratulated.
Two years ago Colonel Montgomery 
stated, in his remarks as president of the 
Institute, “In the case of some states 
and some cities, highly illuminating 
statements are furnished to the citizen­
owners, maybe 5 per cent of them; the 
other 95 per cent are mysteries. There 
is much to be done to correct this 
concealment of facts, and it should be 
done quickly.”
San Francisco may unquestionably be 
included in the 5 per cent. It is no doubt 
in the top one per cent.
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Auditing Problems of Municipalities
By RALPH B. MAYO
T
he quality and extent of municipal 
auditing has not kept pace with 
auditing in the business field.
Without marshaling statistics to sup­
port this statement, it seems obvious 
that, beginning with the era of federal 
income-tax laws, accounting in all 
phases received a vigorous stimulus in 
business until regular audits by in­
dependent professional accountants has 
become the almost universal practice, 
excluding special industries such as rail­
roads and banks. Exceptions are seldom 
found even among the smaller business 
units.
During this period of expansion there 
was, of course, some growth of govern­
mental auditing, because of the in­
creased appreciation of adequate ac­
counting. In municipal accounting, 
however, the penalties imposed by 
income-tax laws upon business for de­
ficient accounting were not present. 
Governments have never availed them­
selves of the constructive services of the 
public accountant. Every practising 
man knows the difference in the relation 
between himself and his business clients 
compared with the municipal units 
which he serves. Businessmen use their 
accountants in consultation, making 
plans, solving problems, fixing policies, 
and improving procedures. All this is in 
addition to the regular audit. There is 
seldom such close and helpful relation 
with governmental clients; about the 
only contact is when the annual audit 
report is read and filed. Accountancy 
has not been really accepted in the 
municipal field. What are the conditions 
that produce this result? The reasons 
are found in many of the problems pe­
culiar to municipal auditing, which
Note.—Read by Walter K. Mitchell in Mr. 
Mayo’s absence.
matters are the subject of this discussion.
Before examining these problems it is 
well to lay a foundation of facts con­
cerning the class of enterprise being 
considered. How large is the municipal 
field? Is there adequate justification for 
audits of governments?
As to the field: We find that govern­
ments are spending about 25 per cent 
of the national income. From the stand­
point of dollar volume, it is a big busi­
ness. The federal and state budgets are 
a large portion of the total. Then, too, 
there are a large number of units. In 
Colorado, a state of 1,035,000 popula­
tion, there are 63 counties, about 400 
towns, over 2,000 school districts, and 
a large number of irrigation and other 
special districts. Analyzing these groups 
we find great variety of size, just as is 
true of business units. Several of the 
counties have less than 5,000 popula­
tion, only 70 of the cities have 1,000 or 
more residents, and a large proportion 
of the school districts spend less than 
$10,000 per year.
As to the need for audits: A few 
comparisons with business will be 
enlightening.
(1) The purpose of business is gain. 
In governments the profit motive is ab­
sent, and the primary object is or 
should be economical service. Business­
men must produce a net gain or perish. 
They use every modern aid to that end 
and are continuous users of account­
ants’ services. When the emphasis is 
changed, as it is in municipalities, to the 
rendering of proper governmental serv­
ices and trimming budgets, the contri­
bution which this profession can render 
is not so much appreciated, and the inci­
dent cost is avoided as far as possible.
(2) The ownership of business is spe­
cific and definite, whereas in govern­
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ments, although their property holdings 
may be substantial, ownership is in the 
public at large, and they are not particu­
larly conscious or concerned with their 
possessions. The purchaser of corporate 
stock insists on being advised on the 
status and progress of his enterprise, 
and regular statements are issued and 
mostly with certificates by independent 
auditors. In contrast, the public who 
owns the governmental plant seldom 
is very exacting as to financial state­
ments, with the result that such reports 
are frequently incomplete and un­
audited, and in a large proportion of 
cases no reports of any description are 
published. In the absence of public 
pressure, progress is slow. There are of 
course, among the larger governmental 
units especially, many excellent and 
noteworthy exceptions to this dismal 
statement of fact. The fact that ad­
ministrative officers are in no cases 
handling their own funds and are re­
sponsible to the entire public would 
seem to make the independent audit 
more essential, if anything, to the 
business enterprise.
(3) In the matter of control, those 
who administer the public corporation 
have a complex set of laws governing, 
restricting, and controlling their acts. 
Constitutions, charters, statutes, and 
ordinances lay down the conditions and 
limitations under which revenues are 
assessed and collected and moneys ex­
pended. It is essential that the account­
ing clearly reflect the extent to which 
these requirements are observed. A 
special procedure called budgetary ac­
counting has been devised to meet this 
need. This feature is found only in gov­
ernmental records. Business, of course, 
is not free from legal restrictions, but 
mostly the limitations are found in the 
by-laws and are self-imposed. This legal 
requirement for strict control of gov­
ernmental officers enlarges the need for 
independent audit and report as com­
pared with the business world where 
the need is well recognized.
So this is the municipal auditing 
field quickly sketched. Attention will 
now be focused on some of the special 
problems met in this practice. These 
difficulties are so interconnected it is 
not easy to isolate each topic. Each 
contributes to the other.
(1) The accounting system is fre­
quently incomplete in essential and 
fundamental particulars. In smaller 
governmental units this is especially 
true. It would seem that minimum re­
quirements for even the simplest system 
in the smaller units should include:
(a) A double-entry system including a 
general ledger.
(b) A separate group of self-balancing 
accounts for each fund, with com­
plete segregation between funds.
(c) Budgetary control accounts show­
ing the balances available in each 
appropriation.
These three primary and fundamental 
features are absent in most towns and 
counties. Only the larger units observe 
them as a rule.
This fact imposes an extra burden on 
the auditor, as he must build his own 
general ledger, including control ac­
counts, and compute the status of 
budget and appropriation accounts. 
Thus the cost of the audit and the risk 
to the accountant is substantially in­
creased. As an illustration, one Colorado 
county recently awoke to the fact that, 
although budgets were annually pre­
pared as required by statute, actual 
receipts and expenditures were at no 
time compared therewith. Since they 
had no ledger, nor any county official 
who understood the principles of double­
entry bookkeeping, arrangement was 
made with their accountant (not the 
writer), to compute appropriation bal­
ances monthly.
There are many advantages to a uni­
form system of accounts and reports to 
be used by various classes of organiza­
tions. Some progress has been made but 
much more remains to be done. School 
districts in Colorado particularly have 
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standardized their accounts. This is 
possible because of the legal authority 
which the state and county school 
superintendents have over the various 
districts.
The Municipal Audit Procedure, by 
the national committee on municipal 
accounting, is devised for situations 
where there is a general ledger, kept in 
balance and containing budgetary-con­
trol accounts. In the large number of 
cases where these features are absent, 
the building of an audit program, which 
can be accomplished within reasonable 
cost limits, presents a genuine problem.
(2) The personnel of the staff ad­
ministering governmental units is fre­
quently changing, and the principals 
are elected by popular vote with small 
regard to technical qualifications of the 
candidate. How many county clerks are 
trained in double-entry bookkeeping, to 
say nothing of governmental account­
ing? Yet if any of the three minimum 
essentials previously mentioned are to be 
possible in the county system, it is the 
clerk who must keep the accounts. The 
personnel with which the auditor must 
deal creates a series of problems.
The element of frequent changes is 
another factor. It is difficult to develop 
a long-term program for improvement 
in records when the auditor cannot 
know whether the new administration 
will renew the auditor’s contract or 
whether, if it is continued, there will not 
be a completely new staff of people who 
are strangers to the work, the system, 
and the accountant’s former instruc­
tions. The principle of civil service theo­
retically should help at this point, and 
of course it does to a degree; however, 
one need only observe what happens in 
the staff when a newly elected officer 
takes over to prove that changing per­
sonnel is a real problem to the auditor, 
in spite of civil service laws.
As to qualification and technical train­
ing of the account-keeping officers, it is 
impossible to make a general statement 
which is universally true. There are a 
large number of persons in such services 
who are thoroughly capable. Every mu­
nicipal auditor knows, however, that 
there are also a large number who are 
not so qualified. This fact presents a real 
problem. How can the auditor, who rec­
ognizes that the system is inadequate, 
antiquated,and lacking in internal check, 
build a sound plan of accounts, when 
there is no one capable of keeping the 
records, and the responsible elected offi­
cer is not prepared to supervise even if 
he were willing to employ a trained staff.
(3) Consideration now passes to the 
problem of the audit program and re­
port. There is no denying the fact that 
the quality of municipal audits and re­
ports which have been presented by in­
dependent accountants has not always 
been such as to reflect credit upon the 
profession. Especially is this true of 
practice among the smaller govern­
mental units. Some of the contributing 
factors are (a) rates of fees paid, (b) 
method of selection of accountants, and 
(c) lack of training for this specialized 
field.
Rates charged is a direct result of the 
practice of “bidding” to be later con­
sidered as a separate problem. The fact 
requires no proof, however, that the 
level of fees in the municipal field is 
substantially below that in the business 
world. It is logical and natural then 
that on the average the best accounting 
talent is attracted more to the service 
of commerce. It is impossible to recon­
cile the fact that business finds it profit­
able to pay going rates while govern­
ments purposely operate under the 
“market.”
Methods of selection of accountants 
is also more logically considered under 
“bidding.” Treating professional serv­
ices as though they were a commodity of 
uniform quality is to a large extent re­
sponsible for the poor calibre of munici­
pal auditing. The entire profession suf­
fers under this reflection.
The need for training for this work is 
being recognized as is the fact that the
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field is highly specialized. As previously 
commented upon, there are several 
points of sharp distinction between the 
accounts of governments and of busi­
ness, both in principle and in practice. 
Expertness in commercial accounting is 
no assurance of preparation for munici­
pal accounting. Too many accountants 
have accepted government work with­
out previous experience in that field. 
The results were disappointing to the 
client and damaging to the accountant. 
Several states have recognized this need 
for limiting the auditing of govern­
mental units to those specially trained 
and qualified, by passing statutes re­
quiring special examinations either sep­
arately or as a part of the regular 
C.P.A. tests. The American Institute 
should also recognize this need and in­
clude at least one municipal problem in 
each examination. This has been true of 
recent tests.
The municipal audit program should 
be raised in quality, should contain spe­
cial features to meet the requirements of 
governmental accounts and control, 
and should be standardized. The Mu­
nicipal Audit Procedure is a long step in 
this direction, but the high standard 
set in this booklet is not possible of 
attainment in a large proportion of en­
gagements under present limitations on 
fees. As long as governing bodies exact 
no particular standard in the program 
and only require that the cost be low, 
upward progress will be slow. The re­
sponsibility is in the accountant to insist 
on being permitted to follow a satisfac­
tory program. This, many times, means 
losing the engagement.
In connection with the audit program 
it would be interesting and profitable to 
discuss some of the technical problems, 
but that subject lies outside the realm 
of this paper.
The audit report also deserves con­
sideration. It is a problem to report ade­
quately on all funds and departments 
of a municipality and have such report 
understandable and readable. The pro­
fession cannot be very proud of a large 
proportion of the reports which are 
being issued. In municipal auditing es­
pecially, the accountant and the profes­
sion are judged by the form and content 
of the report. Standardization is com­
pletely lacking. In business there will 
usually be found a balance-sheet and an 
earnings statement, but in govern­
mental audits even this uniformity is 
lacking.
(4) Bidding is the next problem con­
sidered. Accountants are accused of 
selfishness in their pronouncements on 
this subject. The fact remains however, 
that most of the ills mentioned in this 
rather dismal story are directly or in­
directly traceable to this practice. It is 
asserted that, if bidding were discon­
tinued, the level of municipal auditing 
would rise to more nearly that of ac­
counting in business. This subject is 
usually attacked by listing the argu­
ments against it. The results of bidding 
speak for themselves and leave argu­
ments unnecessary.
The businessman facing the harsh 
necessity to achieve success, has worked 
it all out through the years and has 
without sentiment reached the conclu­
sion that engaging professional services 
on the basis of bidding is unprofitable. 
He does not ask for bids for any kind of 
service, with rare exceptions. He does 
not hire the bookkeeper who offers to 
take the lowest salary; he picks the man 
he wants and then agrees on price. One 
should not conclude from these state­
ments that the businessman usually 
selects his accountant and then pays 
whatever fee may be charged. The rate 
is frequently fixed in advance and the 
client insists that the cost be reason­
able. “Selling the bill” is often the 
hardest part of the engagement. Never­
theless, bidding means placing price as 
the first consideration, and this is not 
generally the rule in business.
A great variety of rules of ethical 
practice regarding bidding have been 
passed by accountants’ societies; ad­
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ministration of the rule is imperfect and 
it cannot govern nonmembers. So bid­
ding continues, and municipal practice 
remains under its handicap.
(5) The last problem is that of the 
scope of the audit. Quickly stated, the 
municipal audit is expected to cover 
accountability for funds as well as the 
usual verification of accuracy and 
agreement with facts. In business an ex­
amination into the adequacy of the 
internal check is sufficient, but in 
municipal auditing it is expected that 
dishonesty and misappropriation will be 
detected. The general public expects 
that the auditor will cover this feature. 
It is a very heavy added responsibility 
and requires consideration in building 
the program as well as careful wording 
of the report.
Detection of fraud is a spectacular 
event, and dishonesty by public officials 
when brought to light is more exten­
sively publicized than when the same 
offense occurs in business. In Colorado, 
dishonesty was found among several 
public officials including the commis­
sioners of a medium-sized county. The 
whole affair was headlined in the press of 
the state over a considerable period of 
time. In this manner the public became 
particularly sensitive to the subject, 
demanding more audits and expecting 
that such audits would of a certainty 
disclose any frauds that may exist.
The extent and variety of malprac­
tice which may occur is illustrated by 
further reference to this Colorado 
county case. The accountant (not the 
writer), found padded payrolls, vouch­
ers, and warrants raised by the county 
clerk, warrants for fictitious purchases 
and for personal items for the commis­
sioners, excessive mileage claims, print­
ing rackets, rebates from supply houses, 
use of county and W.P.A. labor for 
private benefit, and a long list of unbe­
lievable practices. There had been no 
audit for fifteen years. The accountant 
had the aid of the grand jury in tracing 
some of the more hidden transactions. 
An ordinary audit program will not un­
cover several of these forms of fraud, 
such as rebates, and yet the public may 
expect the audit to be a full protec­
tion.
The scope of the municipal audit is 
therefore a problem of importance.
In conclusion, it is observed that the 
level and standard of municipal audit­
ing is painted as being quite low and far 
inferior to that of business, that there 
are many problems peculiar to govern­
mental practice which contribute to 
this unsatisfactory condition, and that 
the profession has generally done its 
poorest work in this field. All may not 
agree that these are facts, or that a true 
picture has been portrayed. Assuming 
that this depressing story is true, the 
telling should serve not to discourage 
but rather to challenge the members of 
the accounting profession to a painstak­
ing study of these problems and the 
underlying causes and set in motion a 
program of improvement with lasting 
and genuine benefit to all who are in­
terested in the cause of good govern­
ment — accountants, officials, and the 
public.
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BY C. C. GABRIELSON
I feel particularly fortunate in having this opportunity to discuss the subject before us today with a group of men from various parts of the 
country who have had experience and 
are interested in the problems of munic­
ipal accounting. Mr. Lowery has told 
you of the work of the uniform account­
ing committee of the California League 
of Municipalities.
There are approximately 280 cities 
in California, incorporated under cer­
tain broad general laws governing their 
formation and conduct, and over 80 per 
cent of these are organized under the 
municipal corporations act as sixth-class 
cities. Therefore, their organization 
being governed by the same require­
ments, theoretically they should use 
uniform systems of accounting.
However, these cities being managed 
by human beings, and human nature 
being as it is, various problems are met 
in applying the recommendations of the 
uniform accounting committee to indi­
vidual cities. Other states having differ­
ent laws probably have other technical 
problems than are met in California. 
However, the most serious problems, I 
think, are more or less universal, and 
they are inertia, expense, lack of a 
common fiscal year, and — probably 
the most important — personnel.
Webster defines inertia as “that prop­
erty of matter by which it tends when 
at rest to remain so, and when in motion 
to continue in motion, and in the same 
straight line or direction unless acted 
on by some external force.”
I think you can visualize this problem 
without further comment, as it is met 
in commercial as well as municipal 
accounting, but due to the less flexible 
nature of municipal organizations it is 
far more serious in that type of work. 
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The more progressive the organization, 
the less of this tendency is apparent. 
But it is a very real problem to be 
faced by all accountants performing 
municipal work.
Expense of installation is another real 
problem, at least in the minds of the 
legislative and executive branches of 
the government, although sometimes it 
is only an argument used in conjunction 
with inertia. In my opinion the objec­
tion of expense will eventually be over­
come by the cooperation of the com­
mittee and public accountants with city 
officials, along lines which will not only 
reduce original cost, but will convince 
the city officials that this original outlay 
is in the nature of an investment or 
capital expenditure, rather than an 
irrecoverable expense of the period in 
which paid.
A less serious problem is the lack of a 
common fiscal year. The majority of 
cities in California end their fiscal year 
on June 30th, but there are still about 
thirty cities using other fiscal year 
periods. While this is no problem in 
carrying out the recommendations of 
the committee in individual cases, it 
will become rather serious in attempting 
to obtain the final result to be derived 
from a universal adoption of their recom­
mendations. Consequently the remedy 
for this condition is to work toward a 
change to uniform fiscal-year periods 
for those cities not now conforming.
From my experience, by far the most 
serious problem, however, is personnel 
lacking qualifications, the most impor­
tant of which are training and experience 
to adequately perform their duties in 
the necessary accounting positions of 
our municipalities.
A few experiences will illustrate this 
problem practically. In one small city 
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of the sixth class, a businessman who 
was elected city clerk appointed a 
deputy who, among other duties, per­
formed all the accounting work. An 
audit disclosed a bond liability account 
which contained bond principal liability 
still outstanding, to which had been 
added the revenue obtained from the 
tax levy to redeem bond principal and 
interest coupons, and charged thereto 
were payments made on account of 
interest and principal. At least one very 
broad accounting principle had been 
adhered to — that of segregating trans­
actions relating to one subject or 
account!
In another instance the city treasurer 
keeps practically all the city accounting 
records, the clerk keeping no record of 
fund balances. Consequently the treas­
urer is in reality maintaining the clerk’s 
records, and when he checks fund 
balances as required by law he does so 
with books under his control. This, 
then, is not only a direct disregard of 
section 878 of the municipal corpora­
tions act, but in the event the account­
ing records kept by the treasurer are 
considered the official records, and con­
sequently the city clerk’s records, there 
is a disregard of implied provisions of 
section 876 relative to the treasurer’s 
duties.
In another instance a small-town girl 
grew up well known and liked by the 
citizens, and knowing her to be honest, 
well educated, and needful of the posi­
tion, they elected her city clerk, and she 
has been re-elected repeatedly. However, 
she has never taken the financial ac­
counting records too seriously and this 
portion of the work has suffered. With 
the exception of a bond register, the 
city has little, if any, record of assets 
or of liabilities, except by memorandum 
or contract. The city, as well as the 
city clerk, are progressive in other 
respects.
Many other instances could be cited. 
Those enumerated are taken at random 
from actual experience.
Lack of a working knowledge of law 
relative to accounting matters and to 
revenue and expenditures in general 
may result in the failure of a city to 
obtain certain revenue to which it is 
entitled, or increases in revenue already 
being received, one illustration pertinent 
to the state of California being that of 
solvent credits. The same lack of knowl­
edge may affect the expenditures of the 
city so that they may be improperly 
recorded. Lack of accounting knowledge 
and experience will result in poorly kept 
records and the preparation of financial 
statements therefrom, and consequently 
in the inability of the legislative and 
executive branches of the government 
to analyze properly the financial condi­
tion of the city, its trend and comparison 
with comparative cities.
One of the most frequent difficulties 
in my experience is to convince officials 
in smaller cities as to the value of 
recording fixed assets owned or con­
trolled by the municipality, and the 
clerk in almost every instance seems to 
think the task would be herculean, if 
not impossible. Again a clear case of 
lack of knowledge and understanding of 
practical application or experience.
Section 852 of the municipal corpora­
tions act makes the following offices 
elective:
Councilmen
City clerk
City treasurer
While the appointive offices are:
Chief of police
City judge
City attorney
Surveyor, etc, including all subor­
dinate positions.
Of particular importance, however, is 
section 852-b which makes possible the 
appointment of clerk or treasurer by the 
city council if a majority of the electorate 
vote therefor.
Section 878 of the municipal corpora­
tions act states in part:
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“The city clerk shall be the account­
ing officer of the city and shall maintain 
such financial records as shall readily 
reflect the financial condition of the 
city, and he shall prepare a summary 
statement of receipts and disbursements 
by departments and funds, at the end 
of each fiscal year, including opening 
and closing fund balances in the treas­
ury, which statement he shall present 
to the city council. . .
Further in the same section it is stated:
“The official records of the city in 
the custody of the city clerk, etc. . . .”
It will be noted that the city clerk’s 
records are definitely designated as the 
“official records” of the city.
However, section 857 states, as to 
qualifications of the city clerk (as well 
as treasurer and councilmen) only that 
no person shall be eligible to hold that 
office in such city unless he be a resident 
and elector therein, and shall have 
resided in such city for one year next 
preceding the date of his election.
It is difficult to reconcile the limited 
qualifications required by section 857 
with the duties outlined for the city 
clerk under section 878 of the municipal 
corporations act.
Here we have one of the primary 
official positions of the city, handling 
finances and financial records, elective; 
the most important qualification for 
election being place and length of 
residence; while there is left to the city 
council the appointment of city officials 
to other positions requiring high pro­
fessional training along technical lines, 
and generally this power is protected 
by ordinance requiring certain qualifica­
tions for the majority of these appointive 
positions.
Carefully analyzing the sections ap­
plicable, and realizing the knowledge of 
accounting, as well as law, necessary 
to successfully handle the position, the 
natural conclusion would be that un­
doubtedly grave difficulty would be 
encountered in obtaining adequate ac­
counting records and correct financial 
statements from cities whose principal 
accounting officer is elected pursuant to 
section 852. Actual experience has 
proven this conclusion to be a fact.
In my opinion, just as long as the 
qualifications necessary to perform a 
good accounting job are lacking in the 
principal accounting officers of a city, 
for that same length of time the major 
problem involved in carrying out the 
recommendations of the committee will 
be one of personnel.
I feel that this discussion would be 
incomplete without stating that no 
criticism of those city officials who are 
elected under the present system is in­
tended. Rather it is criticism of the sys­
tem itself and, in order to follow what I 
consider a cardinal rule of criticism, I 
shall attempt to make it constructive by 
suggesting a possible remedy.
In this respect I can do no better than 
refer to The Journal of Accountancy for 
September, 1939, which contains an 
article by the special committee on 
governmental accounting entitled “Qual­
ifications for Public Fiscal Positions.” 
To quote in part:
“Too often in the past persons with­
out training or experience have been 
given, by appointment or by election, 
positions carrying such responsibilities. 
Such conditions should not be allowed 
to continue.
“With few exceptions, at the present 
time, laws and regulations do not pro­
vide necessary qualifications for persons 
seeking positions with accounting re­
sponsibilities. This condition does not 
prevail in the other professions. In 
positions requiring medical, legal, engi­
neering, or architectural services, suit­
able training in these respective fields 
generally is made a requirement in 
consideration of selection for such 
positions.”
To these ends, the special committee 
on governmental accounting of the 
American Institute of Accountants 
submits seven specific recommendations.
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I do not personally feel that the highly 
controversial question of the method of 
obtaining the personnel is of particular 
importance, and it is not wholly within 
our province but, regardless of the 
method used, it should not be possible 
for an individual to obtain a public 
position if he does not have the qualifi­
cations necessary to discharge properly 
the responsibilities of that position.
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BY H. A. HARRISON
M
y work on the uniform ac­
counting committee of the 
League of California Munici­
palities for the past several years, to­
gether with my experience as controller 
of one of the larger cities of Southern 
California some twenty years ago, has 
enabled me to understand many of the 
financial and accounting problems en­
countered by the professional account­
ant in municipal auditing engagements. 
The recent development of sound 
accounting practices for municipalities, 
based upon the uniform segregation of 
revenues and expenditures, by funds, 
functions, activities, and objects has 
done much to bring these procedures to 
a plane comparable to the procedures 
previously developed for industrial and 
commercial enterprises.
It is my opinion, that a proper audit 
of the accounts and financial affairs of a 
municipal corporation requires, in the 
main, a greater degree of professional 
skill and training than the average 
commercial corporation audit.
It is also my opinion that the neces­
sity for the demand for such services, on 
a professional basis, will be created 
when and as the professional account­
ants have qualified themselves to do the 
following work:
1. To devise and install properly de­
signed accounting systems.
2. To audit a municipality’s financial 
records with an understanding of the 
legal requirements of the changing 
laws applicable thereto.
3. To advise the city council, or govern­
ing body, and the fiscal officers and 
employees as to method and pro­
cedures to be used in preparing bud­
gets, financial programs, etc.
4. To prepare proper reports reflecting 
the financial condition of the various 
funds of the municipality.
This type of service cannot be ren­
dered on a strictly competitive price 
basis. The most desirable work, there­
fore, will be placed by the progressive 
municipalities with the qualified ac­
countant on a professional basis.
I have found that many cases of 
misfeasance and malfeasance in office 
on the part of municipal officers and 
employees have occurred because some­
one has permitted the conditions prece­
dent thereto to exist, such as lack of 
internal control, failure to deposit col­
lections promptly with the city treas­
urer, failure to deposit money in banks, 
etc.
In many cases mandatory funds have 
not been created, thus permitting illegal 
expenditures from other funds or in a 
manner contrary to the written law.
Many criminal charges against mu­
nicipal officers and employees could 
have been avoided in the past if the ac­
counting system had been properly de­
vised and subjected to a carefully 
planned audit by a qualified profes­
sional accountant.
A few of the special features of the 
financial affairs of a municipality that 
should be carefully examined in the 
course of a municipal audit are stated 
as follows:
1. All receipts, license, and permit 
forms should be prenumbered, in at 
least duplicate form. All receipts, 
license and permit forms, whether 
issued or unissued, should be veri­
fied by inspection or through an 
examination of the internal audit 
procedure. All obsolete and unused 
receipts, license and permit forms 
should be mutilated so as to prevent 
the illegal use thereof.
2. The daily cash receipts should be 
traced to the bank deposits, as 
shown by the bank statements, 
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either in detail or by tests. Compre­
hensive tests should be made to de­
termine that the check items ap­
pearing on the deposit slips are 
similar to the check items shown on 
the detail departmental cash receipt 
records.
3. To verify the fact, if possible, that 
all extraneous revenues received or 
accrued during the audit period 
have been properly recorded on the 
financial records of the municipal­
ity, for example, state gasoline tax 
apportionments, state liquor license 
tax apportionments, property rent­
als, etc.
4. The state laws and constitution, 
and municipal ordinances and reso­
lutions, pertaining to the collection 
of revenues and expenditure of 
funds should be studied prior to any 
verification work affected thereby.
5. The agreements with depository 
banks should be examined to de­
termine the ownership of the col­
lateral securities in the event that 
the bank fails to pay the demands 
of the municipality upon presenta­
tion. The collateral bonds should 
be inventoried and evaluated to 
ascertain if the market value of the 
bonds are equal to the percentage 
of the funds on deposit as required 
by law.
6. The special assessment district 
funds created through the street im­
provement laws of the state should 
be included in the audit program, as 
such funds are not subject to nor­
mal internal accounting control 
through the city clerk’s office.
7. The purchase-order routine should 
be examined to assure the auditor 
that the purchases have been prop­
erly authorized and that the fund 
and appropriation accounts to be 
charged are shown thereon. A copy 
of each order should be available 
for comparison with the invoice and 
demand. The aggregate price should 
be examined to assure the auditor 
that bids are obtained in conformity 
with any provisions of state laws, 
city charter, etc.
8. The budget accounts reflecting esti­
mated revenues and appropriations 
should be examined and compared 
with the actual revenues and ex­
penditures. This comparison should 
disclose the completeness of the 
budget control over the financial 
affairs of the city. This control is 
vital to long-term financial planning 
for the construction of public 
works, etc.
9. The audit report should disclose the 
status of each fund as of the closing 
date, through appropriate balance- 
sheets and related surplus analysis 
schedules.
10. The audit report should also dis­
close, through appropriate state­
ments, the reconciliation of the ex­
cess of fund revenue over expendi­
tures for the period and prior fund 
surplus balance with the fund sur­
plus account shown on the fund 
balance-sheet.
The professional accountant should 
be diligent in his examination of the 
municipality’s financial records in order 
that he may be able to render an un­
biased opinion as to the condition of 
the various funds to the governing body 
of the municipality. The professional 
accountant in many cases will be re­
quested, at the conclusion of an audit, 
by either an indemnity company’s 
agent, or a city official, to sign a cer­
tificate prepared by the indemnity com­
pany, stating that the books and records 
were examined up to the close of busi­
ness as of a certain date and were found 
to be correct in every respect with all 
funds properly accounted for.
It is my opinion that such certificates 
should not be executed by a professional 
accountant, but should be referred to 
the chief accounting officer of the 
municipality, who should have an offi­
cial copy of the audit report on file for 
public use.
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Introduction
by Thomas h. sanders
W
e have the subject “accounting 
research ” to discuss. It is a nat­
ural disposition of men to fight 
and disagree, and in order to arrive at 
new results of accounting research it is 
necessary for us to subdue that dis­
position somewhat. Instead of concen­
trating upon the differences which di­
vide us, we are endeavoring to discover 
what the foundations are that give rise 
to those differences.
In order that we may get results in 
our accounting research, it is necessary 
for us to study the mental processes and 
the reasons for which men do disagree. 
Now, of course, the greatest of these is 
this old friend called inductive and de­
ductive method by which many of us 
work, often without knowing it or 
recognizing it ourselves.
For instance, in our committee which 
is engaged in accounting research for the 
Institute, we have men by nature tem­
peramental, who like to start with par­
ticular instances, with particular prob­
lems and endeavor to reason from them 
to general conclusions. We have other 
members on our committee who write 
to me and say, “Why don’t you start 
with the top principle, such as the 
definition of income? What is surplus? 
Why don’t you start with the general, 
large principles like that and work 
down to the particular applications of 
them?”
Now all of us know when these things 
are put to us that both of these methods 
are necessary for the best results, but 
what we don’t recognize, we ourselves 
or the men we are arguing with, is when
Note.—Thomas H. Sanders is a professor of 
accounting at the Graduate School of Business 
Administration, Harvard University, and is 
also director and coordinator of research for the 
special committee on accounting procedure of 
the American Institute of Accountants. 
we are following one or the other 
method. Whereas, if we do recognize 
those things, keep our eyes and ears 
open, see how the man is arguing, how 
his mind is working, we can put our 
finger on the differences, and we can 
draw nearer to coming to an agreement 
and conclusion.
Of course, we cannot pretend that 
mere differences of mental processes 
occasion all the differences among us, 
but if we recognize merely that there 
are differences, it helps us to arrive at 
conclusions to the problem with which 
we have to deal.
There are a great many people who 
are disposed to ask why we should dis­
cuss these questions anyway. Why don’t 
we let people do as they like? Well, we 
are not living in a world in which that 
is done any more. We are living in a 
world in which the accounting profes­
sion is being asked to define itself, to 
state the meaning of its own language, 
to state on what basis we prepare a 
balance-sheet and income statement, 
and to help to develop a common 
language by which people can under­
stand one another.
Now, I am not making the speeches 
this morning, but the things I have 
said to you I have already stated to the 
speakers of the morning, and I am 
making these introductory remarks in 
order that you may watch them and see 
how their minds operate, whether argu­
ing from the general to the particular 
or vice versa, and judge them accord­
ingly.
I hope that we shall have from our 
speakers many examples of what ac­
counting research ought to accomplish, 
what material it ought to deal with, 
and what results we should look for. 
In preparing this session we have had in 
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mind that accounting research is a 
general problem, as well as the fact 
that this Institute has undertaken a 
program of research which is our im­
mediate interest, and that is where we 
hope to show some accomplishment. 
Therefore, we shall look to our speakers 
this morning to help along the argu­
ment, and help to show us how we may 
arrive at solid and satisfactory conclu­
sions which will stand the test of time 
and will commend themselves to our 
fellow men.
It is very easy for two men, such as 
Professor Paton and myself, to make a 
public exhibition of polemics and enter­
tain society by knocking the spots off 
each other, but there is a much more 
important thing that we should recog­
nize. I think we ought to recognize that 
it is not our real mission in life to enter­
tain with polemics, but to find out what 
are the roots and bases of the problems 
with which we have to deal in order that 
we may help them along to satisfactory 
solutions.
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BY WILLIAM A. PATON
IT may be permissible at the outset for me to offer some suggestions in the direction of a definition of “research.” What do we mean by 
organized research to distinguish such 
activity from aimless inquiry or ob­
servation? It seems to me any system­
atic, sustained analysis or investiga­
tion of phenomena may be called 
research. By phenomena I mean what 
we see around us, ourselves, and the 
relationships between ourselves and the 
external situation. The third class — 
relationships — is perhaps most impor­
tant; certainly that is what we are 
concerned with in the field of account­
ing. The business enterprise, the area of 
peculiar interest to the accountant, 
consists essentially of a network of 
physical and business phenomena.
In general there are two phases of 
research work. First comes the com­
pilation of the data, the making of ob­
servations, the lining up of evidence; 
this sort of thing is an essential part of 
any sustained program of research, al­
though it may be more characteristic of 
some types than of others. The second 
phase, as I see it, is the process of in­
tegration or formulation: the analysis 
of the data, including the drawing of 
conclusions. These two phases are of 
course very much interrelated, and 
must be developed hand in hand. One 
of the silliest things that can be done 
is to set one or more assistants at the 
chore of compiling data without ref­
erence to the essential task of formula­
tion.
Must research be purposive? Must 
the program have an objective?
A couple of years ago I had the 
pleasure of hearing an address by Pro­
fessor Lawrence, the atom-smasher, 
over at Berkeley. Incidentally he re­
marked that one of the beautiful things 
about his research was that it had no 
object, no purpose. “We are just having 
a good time, seeing what can be done.” 
He went on to admit, however, that 
there were a number of practical appli­
cations already in sight.
It may be true that in academic cir­
cles in particular there is a considerable 
amount of effort expended in studying 
phenomena for the sake of sheer dis­
covery, for the joy of learning new facts 
and formulating new hypotheses. Such 
a condition, however, is probably rare 
in the area of highly organized and sub­
sidized research. In general the research 
undertaken by business corporations 
and associations, by governmental bu­
reaus and experimental stations, and by 
university bureaus and departments has 
fairly definite objectives. The American 
Institute of Accountants, certainly, has 
a purpose in developing a program of 
research, although such purpose may 
still be none too clearly defined.
In this connection it is important to 
recognize the dangers associated with 
subsidized research activity. True re­
search requires a degree of independ­
ence, a touch of scientific attitude, at 
least a flavor of impartiality, and it is 
not always easy to attach such attri­
butes to the mechanism provided by 
those furnishing the funds. In having a 
purpose we must avoid merely having 
an axe to grind. If one is terribly 
anxious to prove something or has a 
preconceived conclusion, it is a simple 
matter, in almost any complex situa­
tion, to carve out a lot of stuff which 
appears to support such conclusion. 
Thus anyone wishing to defend conclu­
sions already formed about the political 
situation or the labor-capital situation 
can certainly find data which lend at 
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least specious support to his views. 
Someone else looking over the same 
situation to find material to support 
other conclusions secures a mass of the 
desired evidence without much diffi­
culty. Two travelers, following the 
same route, visiting the same countries, 
often paint altogether different pictures 
upon their return. We have all seen that 
happen. Both observers may indeed be 
trying to be honest, but both reports 
may be one-sided because the observers 
have selected, perhaps unconsciously, 
the data which support predetermined 
opinions. A great deal of organized 
research has been rendered ineffective 
by the bias inherent in the setup 
adopted.
It is important, then, that in our 
research program we do not accept, 
either deliberately or unconsciously, the 
objective of merely trying to sustain the 
time-honored concepts and practices of 
accounting. It would be very easy for 
our program to take on this flavor, par­
ticularly in view of the fact that un­
doubtedly much material can be found 
which offers sustenance to accounting 
in its prevailing aspects. We must try 
to appraise on the merits, without being 
too much influenced by what has been 
done in a majority of instances in the 
past. We must strive to maintain a cer­
tain amount of detachment, a certain 
amount of judicial quality, a certain 
amount of impartiality.
A healthy amount of skepticism is 
always desirable. We mustn’t be too 
ready to toss everything in the ash can 
just because everybody has been doing 
it for twenty-five years; we mustn’t be 
too ready, on the other hand, to lend 
aid and succor to a practice merely be­
cause it has the weight of tradition back 
of it. To achieve a proper balance is a 
nice problem.
Under the circumstances, as I see 
them, it was absolutely necessary for 
the Institute to organize some kind of 
special bureau or department, with 
some degree of detachment and inde­
pendence, if an effective research pro­
gram were to be launched. We have had 
committees at work for years without 
any very substantial progress being 
achieved. It is very difficult for a com­
mittee of Institute members, on its own 
account, to do unbiased, sustained 
work. We have long needed some spe­
cial mechanism to facilitate research, 
and I, for one, am very glad that such a 
mechanism has been brought into being.
It is important to note that we have 
placed in charge of the research depart­
ment a man who is primarily a teacher 
and scholar rather than a practising 
accountant. (I am not trying to imply 
that Professor Sanders is an impractical 
theorist. As you all know, he has had 
many contacts with practical affairs and 
is a past president of the National 
Association of Cost Accountants.) In 
other words, the director and coordina­
tor of our department of research is 
somewhat detached from the immedi­
ate activities of the members of the 
Institute. And I am going to say here, 
as I have already said privately to 
Professor Sanders, that I hope he won’t 
hesitate to be reasonably independent 
in his conduct of this task; that he will 
not be too accommodating in his atti­
tude. He has a huge committee on his 
hands, but I trust he will not be over­
awed, and will not hesitate to exert 
leadership. The committee should rely 
upon Professor Sanders to see to it that 
both levels of the work — compilation 
of evidence and formulation of conclu­
sions— are effectively carried out. At 
the same time the committee can fill a 
proper function in critically examining, 
discussing, and assaying the proposals 
of the research department.
Now, to speak more specifically about 
the content of accounting research. 
There are two kinds of work which 
might be referred to as accounting re­
search. One is the analysis of data com­
piled by accountants for various social 
and economic purposes. The National 
Bureau of Economic Research has been 
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turning out quite a number of volumes 
that might be placed under this head. 
In that connection I would like to call 
your attention to a volume that ap­
peared recently, sometime this year, 
entitled Capital Consumption and Ad­
justment, by Mr. Fabricant, of the Na­
tional Bureau staff. Make an effort to 
acquaint yourselves to some extent 
with this volume. It is extremely in­
teresting and valuable. The author has 
made extensive use of accounting data, 
and a very intelligent and discriminat­
ing use. Many economists, lawyers, and 
others who attempt to use accounts 
know little or nothing of accounting 
concepts and processes, and the results 
of their efforts are rather pitiful. The 
work I have referred to is in refreshing 
contrast.
As I say, you could call work such as 
that done by Mr. Fabricant accounting 
research. There is a great deal of work 
of this type going on in the universities. 
For example, a friend of mine made a 
study of the history of seventy-odd 
large corporations over a fifteen-year 
period in an effort to throw light on the 
question of how corporate surplus is 
utilized. This study, which is most 
illuminating, will be published soon.
I take it, however, that the Institute 
isn’t interested particularly in this 
type of research as a major activity for 
its research department, at least for the 
time being. What we are especially con­
cerned with is a second kind of work 
that may be called accounting research 
— namely, work designed to render ac­
counting procedures more effective for 
whatever purpose the results may be 
used. This is the immediate objective 
of our program. Time and money could 
be well spent, profitably spent, in 
pursuing such studies as Mr. Fabricant 
is making; but just now we are en­
deavoring to do something to make 
accounting practice in itself more sig­
nificant, more effective. In this connec­
tion the research department is under­
taking as a first main task the clarifica­
tion and coordination of basic principles 
and procedures. As I understand it, the 
work of the department during the past 
spring and summer has been aimed in 
this direction. Some people, perhaps, 
may not be willing to call this sort of 
thing research because often it doesn’t 
require any tremendous compilation of 
data. It is the kind of work that rests 
mainly on discriminating, penetrating 
observation and thinking about ac­
counting practices and related con­
cepts. I do not see any objection to 
calling such work research. Some of the 
most important work in the world has 
been done by people who sat down in a 
corner and thought. I am not suggesting 
that Professor Sanders just sits and 
ponders, but some careful pondering is, 
I believe, what we especially need; we 
need to crystallize the most significant 
and useful concepts and procedures as a 
framework or backbone for accounting 
practice.
I am very hopeful that the backbone 
or framework can be delineated in 
sharper outline as the result of Professor 
Sanders’ efforts. If this can be done, a 
very useful result will have been 
achieved. Delineating a framework will 
not immediately settle all specific 
problems, but it will be very helpful 
if reference points or standards can be 
established.
Lack of understanding of basic 
propositions and assumptions underlies 
much confusion of thought and practice 
in human affairs, and the field of ac­
counting is no exception. What is the 
underlying assumption or position of 
the chap who disagrees with us? Very 
often disagreements can be resolved by 
discovering what are the bases of the 
differing propositions and opinions.
As you all know, the research de­
partment is approaching its study of 
principles from the point of view of 
corporate reports, particularly those is­
sued to stockholders. Moreover, in one 
of the early meetings it was proposed 
and agreed that we take as a “golden 
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text” the proposition that the most im­
portant purpose of corporate accounting 
is the periodic measurement of income. 
This emphasizes the income statement 
rather than the balance-sheet, some­
thing of a departure from accounting 
tradition.
Taking this position means, of course, 
that the research department and the 
committee on accounting procedure are 
going to tackle some of the outstanding 
questions with respect to the periodic 
assignment of costs to revenues. Here 
is the crucial problem of income ac­
counting. We are pretty generally in 
agreement as to how to measure revenue 
in most enterprises, but the matter of 
applying the costs incurred to that 
revenue so as to get what really con­
stitutes the most significant showing of 
income is quite a problem.
It is a great help, even in the con­
sideration of very specific and detailed 
questions, to have a framework of 
general standards and propositions 
available as guides or lodestars — 
hitching posts to which we are tethered 
and from which we may not wander 
unduly. Hence it will be desirable for 
the research department and the associ­
ated committee to give special atten­
tion to matters which have far-reaching 
implications. One very important gen­
eral problem, present in a host of 
specific practical issues, is represented 
by the question, What constitutes a 
business transaction? When does a 
transaction effectively begin and what 
are the criteria of effective termination? 
In many controversial areas of account­
ing it is necessary to raise and answer 
this question in the process of finding a 
solution.
To illustrate, let’s take the question 
of the disposition of unamortized bond 
discount and issue cost in refunding 
operations. The underlying question 
here is, does the typical refunding oper­
ation constitute the conclusion of one 
transaction and the launching of an­
other? Or is refunding merely a ripple 
on the stream of a master, over-all 
transaction? Some of you may have 
noticed, in the bulletin on this subject 
issued by the committee, that Professor 
Kester and myself registered a dissent. 
I’m not sure as to why Professor Kester 
dissented, but I can tell you very 
quickly why I couldn’t make up my 
mind to agree to the committee’s pro­
nouncement— in some ways a very 
well put statement. It seemed to me 
that the committee was taking a posi­
tion on the general problem of the na­
ture of the business transaction to 
which it would not wish to adhere in 
other connections. Accounting deals 
with specific business transactions, not 
with merged or fused transactions. And 
when a transaction is completed, fin­
ished, we should hesitate to perpetuate 
its influence in the accounts. Now, 
doesn’t a refunding, whatever the rea­
sons for the action, good or bad, com­
plete a transaction? The old contract is 
concluded, the creditors are paid in full; 
if any bondholder becomes a creditor 
anew that is at his option.
Under these circumstances should 
not the burden of proof be on those who 
wish to treat the two contracts as parts 
of one major deal? I don’t know what 
the criteria of the conclusion of a trans­
action should be, but I am inclined to 
think that if you definitely retire out­
standing bonds by means of a process 
under which any bondholder can get his 
money, it is best to consider the trans­
action with the creditors as closed. And 
if the contract is actually terminated, I 
should say that the unamortized dis­
count or old bond issue cost still on the 
books should be written off immedi­
ately.
But let’s admit, for the sake of argu­
ment, that there’s a good deal of force 
in the proposition that refunding is not 
a conclusion for any transaction but an 
incident which fuses two major parts 
into a whole. Under this alternative 
and by no means wild position, what 
should be the form of the committee’s 
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pronouncement? Where does that lead 
us? To me it is clear that the proper an­
swer is, to a systematic writing off of 
whatever charges attach over the entire 
life of the fused contracts. But, instead, 
what does the committee do? It insists 
on one of these damnable compromises 
which rests on no clear-cut definition of 
the transaction whatever! Here we have 
two reasonably sensible, workable con­
ceptions; that ought to be enough. But 
this doesn’t satisfy the committee, and 
the pronouncement accepted by more 
than the necessary two-thirds leans 
strongly toward a straddling proposal 
which amounts to a riding of both theo­
ries at once, accepting a bit of each. 
This leaves the whole question in a 
muddle.
The fact that I can’t endorse such a 
mixture doesn’t prove, of course, that it 
is devoid of merit. You’ll have to judge 
that for yourselves. I simply can’t get 
into that way of thinking. The commit­
tee seems to be saying that the really 
preferred method of write-off, despite 
the fact that the contract wasn’t termi­
nated, just amended, is to absorb the 
old charges through what would have 
been the life of the contract under cir­
cumstances no longer existent. What 
kind of reasoning is this? This sort of 
decision may not worry the business­
men on the committee, but a poor 
schoolteacher finds it tough sledding to 
adopt such a story as a basic standard 
or principle toward which we should 
strive. And I don’t like to see us adopt 
a conception of the transaction which 
I feel very sure we will not adhere to in 
other connections.
I have talked long enough, too long, 
and I’ll now give way to the real speak­
ers, who have prepared papers which 
tell us something about the program of 
research.
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By William W. werntz
P
rofessor Sanders has asked me 
to discuss principally the question 
of the subjects to which account­
ing research may most profitably be 
directed. To my mind, such a topic 
must be subdivided into what may be 
termed long-range possibilities and into 
what may be thought of as promising, 
immediate subjects.
I believe it would be wholly unsound 
to formulate a program for immediate 
research without first having canvassed 
the field to determine what the ultimate 
objectives of the research program are. 
To express this in another way, it 
seems to me that there are a number of 
fundamental problems, including some 
widely accepted conventions or princi­
ples, which need re-examination and 
which are far-reaching in their influence 
on accounting ways of doing things and 
thinking about financial transactions 
and events. These are pertinent topics 
for a long-range study. On the other 
hand, accepting the modern financial 
statements largely as they are found 
today, a good deal can be done in 
ironing out wrinkles that have appeared 
and in adapting accepted ways of doing 
things to novel situations that have 
become recurrent.
I want first to speak of some funda­
mental concepts. It is not criticism to 
point out that accounting developed as 
an instrument designed to aid managers 
in determining how best to conduct 
their affairs, in competition with other 
managers, so as to obtain their share of 
capital and credit as well as business. 
These managers were largely owners, or 
personal agents of owners. This is still 
one of the principal functions of ac­
counting. With the growth of public
Note.—Mr. Werntz is chief accountant of the 
Securities and Exchange Commission. 
investment in business and the divorce 
of ownership from control, however, it 
became necessary for managers who 
w re not owners to report to investors 
who were not managers and had not 
the intimate knowledge of managers. At 
hand for this purpose were the internal 
reports prepared for the management, 
which, when condensed, were accepted 
as an adequate means of transmitting 
information. Consequently, the report 
to stockholders took the form in most 
instances of a drastically abridged edi­
tion of the report to the management 
and often conveyed little of the in­
formation so essential for an intelligent 
investor’s understanding of the activi­
ties of the business. Subsequent de­
velopment has been mostly along the 
lines of additional disclosure and con­
sistency of treatment. I doubt whether 
anyone has re-examined from stem to 
stern the whole philosophy of accounts 
and accounting practice with but one 
thing in mind, the interests of public 
investors.
Much effort has been expended with 
the object of determining what is cor­
rect or sound accounting. On the other 
hand, some have urged that the sound­
ness or correctness of an accounting 
practice is determinable only on the 
facts of the particular situation, that 
circumstances alter cases. In this view 
of the problem, the point at issue is 
what are the relevant facts, for pre­
sumably in identical cases different 
conclusions are not possible. Under 
either approach, the time has come 
when the effect of alternative account­
ing practices on the interests of public 
investors must be given explicit con­
sideration before reaching a decision. 
It is not to be implied that bringing the 
investors’ interests into a position co­
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equal with that of management or the 
taxing authority will result in wholesale 
changes and radical innovations in 
accounting methods. Instead, it repre­
sents the introduction of an additional 
independent approach — whether the 
problem at issue be the formulation of 
accounting theory or the determination 
of the best way to interpret a particular 
set of facts.
So far I have had reference only to 
accounting principles and the appraisal 
of alternative procedures, such as 
depreciation and retirement account­
ing, the treatment of discount on re­
funded issues, the basis of valuing 
various assets, and the allocation of 
income and expense to various periods. 
The same considerations apply to the 
methods of reporting information. To­
day, inclusion in financial reports of a 
balance-sheet and income and surplus 
statements is accepted practice. There 
have been many advances in disclosure, 
such as greater breakdown of major 
captions, separate display of reserves, 
and more information in the income 
statements. In some instances other 
statements are included such as com­
putations of net asset values in the case 
of investment trusts, historical records 
of earnings, summaries of changes dur­
ing the year, and the like. It may well 
be, however, that giving full play to 
investors’ interests might lead to major 
changes in the traditional statements or 
to new forms of statements.
Merely to illustrate the possibility of 
research along these lines I may raise 
the question of the net-worth section of 
the modern balance-sheet and of what 
information it is supposed to give. As to 
the amounts placed opposite the in­
dividual capital-stock items the in­
genuity of the financial advisor and 
draftsman has added to the confusion 
caused by the introduction of no-par 
stock and the further complications of 
paid-in surplus on either par or no-par 
stock, the anomaly of a liquidating 
preference bearing no logical relation to 
the par or stated value of the issued 
shares or to the amounts received for 
them. In some cases we have the situa­
tion that by statute or charter provi­
sion, directors may on their own initia­
tive utilize paid-in surplus to cancel 
particular losses or deficits or parts of 
them. Some urge that ordinary divi­
dends may be charged to paid-in surplus 
although an earned surplus exists. 
Under these circumstances what be­
comes of the accountant’s conventional 
distinction between capital and income? 
Further, the usual display does not 
distinguish between a company that has 
had large earnings and declared large 
dividends out of them, and one that has 
made small earnings. It does not indi­
cate the extent to which stated capital is 
composed of capitalized earnings. It 
does not indicate how much has been 
paid in by investors or the extent to 
which invested capital has been changed 
by sales of new issues or by retirements 
and repurchases. It does not ordinarily 
give any indication either as to legal 
dividend limits or as to the extent to 
which dividends are financially advisa­
ble or possible; indeed the argument is 
often advanced that it is immaterial 
what surplus account is charged for 
particular losses since both are available 
for distribution. Finally, the mere 
existence of the net-worth section in its 
present form tends to some extent, 
whether intentionally or not, to give an 
air of certainty and precision to the 
statements that is hardly justifiable 
judged by the amount of estimate and 
opinion that is interwoven into their 
preparation.
Is it not possible that research with 
investors’ interests in mind might lead 
to a quite different presentation? With­
out recommending it, one possibility 
occurs to me. Would it not be feasible 
to delete the detail of the net-worth 
section from the balance-sheet and re­
place it with some single balancing 
caption referring to a supporting state­
ment? Then in the latter statement 
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would it not be possible to show the 
aggregate beginning balance of the 
proprietorship analyzed to show in­
vested capital, by classes of securities, 
and surplus subdivided to show its 
origin? Items affecting each of these 
categories during the year could be 
shown and appropriately described. 
These statements might then be pre­
pared in such a way as both to reveal 
the legal availability of surplus for 
distribution, and also reflect the ac­
countant’s concept of the difference 
between capital and income. To add 
such a statement in a summary form 
for the period since organization or by 
significant periods would perhaps com­
plete the picture. In any case agree­
ment upon what the net-worth section 
is to show seems essential as a starting 
point for consideration of the propriety 
of charges and credits to capital and 
earned surplus.
It is frequently urged that the di­
vision of corporate life into arbitrary 
one-year periods, or in some cases into 
temporary quarter-year periods, in­
creases the degree of probable error in 
reporting results and tends to overem­
phasize temporary tendencies, whether 
good or bad. Should not accounting 
research give thought to the desirability 
of summary statements covering a 
sufficiently long period to minimize in­
accuracies of this sort and perhaps to 
illustrate more accurately the long­
term business results? The summary of 
net worth mentioned might be one such 
statement; a profit-and-loss statement 
covering three, five, or ten years, or 
more, another. Such summaries are not 
necessarily substitutes for the detailed 
statement, for by necessity they conceal 
the resiliency of the business to tempo­
rary conditions.
It is not to my mind a conclusive ar­
gument to say that an interested person 
may obtain past statements and com­
pile results for such periods as he may 
wish. Nor is it an argument to say that 
these are problems not for accountants 
but for statisticians, economists, and 
analysts. After all, one of the major 
end-products of accountancy is the set 
of financial statements, the written 
story of the business, which the ac­
countant certifies in his opinion fairly 
presents the condition of the business 
and the results of its operation in con­
formity with generally accepted ac­
counting principles. It seems to me that 
accountants are perhaps the best qual­
ified of all to mould the form in which 
accounting information is to be pre­
sented. Additionally, if accountants are 
to acknowledge a responsibility to the 
public investor, are they not therefore 
obligated to give their best efforts 
toward designing and insisting upon 
statements that will best impart the 
significance of the company’s financial 
history and condition, as to which the 
accountants in their certificate are to 
express their opinions?
Another topic for long-range study 
springs from the fact that business 
transactions and business events are 
complex and do not always permit of 
the clean-cut, precise classification of 
the natural scientist. This invites the 
question, To what extent may transac­
tions be related to one another for the 
purpose of determining their proper 
effect on the accounts? In other words, 
for the purpose of entry in the accounts, 
what constitutes a “transaction”? If 
stockholder A buys a $100 par value 
share for $110 and B a share for $90, 
should both premium and discount be 
shown, or neither? Is there a difference 
if A buys both shares, but several days 
apart? May a parent company “donate 
surplus” to a subsidiary to absorb a 
particular loss, leaving earned surplus 
undisturbed? Where the loss was due to 
overvalued assets received for stock 
issued to the parent our answer was 
yes. Is the solution the same when there 
are no others interested in the sub­
sidiary, as when there is an issue of 
preferred stock in the hands of the 
public? Cannot write-offs of write-ups 
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be made without regard to earned sur­
plus? Is this true if the revaluation 
surplus has been capitalized or other­
wise disposed of? Is the time interval 
significant?
This problem has not, I think, re­
ceived extensive explicit consideration 
although its elements appear in nearly 
every argument. Generally speaking, 
when it is desired to group two or more 
events, the justification given is “iden­
tity” in one form or another — such as 
in time, in the persons involved, or in 
being direct results of a preceding 
transaction.
In the field of valuation somewhat 
the same question may often appear. 
In applying cost or market, whichever 
is lower, to inventories much attention 
has been directed toward securing its 
application to individual items. Per­
haps not so much has been given to 
consideration of what constitutes an 
“item,” although by variation of the 
classification widely different results 
may be obtained. Without stating all 
of the factors necessary for precise 
consideration, the following example 
may be provocative. If a company has 
on hand five lots of goods, cost or mar­
ket might reasonably be applied in any 
of the following ways: To the aggregate, 
if considered to be of the same descrip­
tion ; to each lot, if considered different; 
to some grouping of these lots based on 
similarity; to the aggregate or in some 
grouping of lots, although of different 
classes of goods, because purchased in a 
“deal” from particular vendors.
In another direction, it is generally 
assumed that forgiveness of indebted­
ness, or its repurchase at less than face, 
represents a credit to income or earned 
surplus, at least in the case of a solvent 
company. But suppose the debt was 
owed to a sole stockholder, or a parent 
company, and created by declaration 
of dividends from paid-in surplus? Sup­
pose again that earned surplus has been 
transferred to capital stock or to paid- 
in surplus. If the entire class of stock 
were later redeemed or repurchased at 
less than its book interest, could any 
excess of the amount previously trans­
ferred over the repurchase price be then 
returned from capital stock or paid-in 
surplus to earned surplus?
I believe that the elements of this 
problem will be found to be present in a 
very wide sector of accounting thought. 
It has been explicitly discussed as a 
problem in itself in one or two instances. 
It has often been dealt with as it affects 
particular problems. Its omneity sug­
gests it as a suitable topic for research, 
with the understanding that research 
may well show it to be merely the result 
of other considerations rather than an 
independent factor to be separately 
appraised.
In summary, I have suggested as 
possible long-range objectives of ac­
counting research, first, the definite 
consideration of accounting principles 
and procedures to determine what their 
effect on public investors is and what 
procedures and principles the interests 
of public investors would require to be 
followed; second, a reconsideration of 
the technique of financial reporting to 
public investors, with special emphasis 
upon the net-worth display; and third, 
consideration of the bases upon which 
transactions and events may be grouped 
in determining their effect on the ac­
counts.
In addition to such problems, there 
are many questions of importance that 
appear, at first glance at least, to be 
soluble for practical purposes without 
the long study necessary for the more 
pervasive problems. There are, I think, 
a large number of instances in which 
conflicting methods have received sup­
port under circumstances that result in 
confusion and invite criticism on the 
part of the lay reader if not the trained 
accountant. These problems are not 
simple, nor is it contemplated that they 
can be wisely solved without careful 
investigation, consideration of oppos­
ing views, discussions, and conferences. 
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Rather they represent areas in which 
controversy may be localized. In many 
cases, the arguments for each method 
have been assembled and criticized to 
the point where new considerations 
seem unlikely. The status of the argu­
ment is often such that any one will be 
recognized by all as acceptable, possibly 
with the requirement of disclosure of 
the method followed. And these vary­
ing theories are applied to situations in 
which if basic differences exist they are 
not apparent.
Fortunately, I do not conceive it the 
part of this paper to express opinions on 
the problems presented, except possibly 
as to their importance, and for that rea­
son I shall proceed with a mere summary 
statement of topics in this category.
To begin with there is the question of 
whether, and if so, how, the apprecia­
tion of permanent assets already on the 
books should be reflected in the ac­
counts and statements. Resulting cred­
its are of so special an order that it 
would seem basic to require their 
segregation if not their exclusion from 
the surplus accounts. If the representa­
tion of appreciated assets is to be made, 
should there not be agreement as to 
what necessary results must follow in 
computing and providing for both an­
nual depreciation and accumulated 
reserve credits? Of a somewhat similar 
nature is the question of permanent 
investments in controlled companies. 
The question of whether the net equity 
or the cost method should be followed 
would seem to be soluble. If the equity 
method is used at all, the proper treat­
ment of profit credits in the income and 
surplus accounts seems susceptible of a 
positive solution. If the cost method, 
the question of allowing for losses of 
the subsidiary must, I feel, be agreed 
upon. Is it proper, as a recent case indi­
cated, to carry an investment at 
$1,000,000 when the equity of the par­
ent was minus $700,000 and the 
subsidiary’s operations were increas­
ingly unprofitable?
Question is frequently raised as to 
how cumulative dividends on the mi­
nority preferred stock of subsidiaries 
should be handled. The trend is doubt­
less toward allowance in full in the 
consolidated statements. Ardent sup­
porters can be found, however, for the 
position that these are to be deducted 
in the income statement only to the 
extent earned, the remainder to be 
cared for in various ways or not at all. 
Treatment of such dividend require­
ments on the books of a parent following 
the equity method is a closely related 
problem. This, of course, is but one 
special point in the much larger, and 
more intricate question that is some­
times referred to as the principle of 
consolidation. In addition to the special 
problems peculiar to this device, the 
majority of the problems found in 
individual statements are found also in 
consolidations and their solutions have 
to be reconsidered. Even such elemen­
tary questions as the treatment of 
dividends from current profits in the 
face of a deficit since acquisition have 
caused difficulty, due to the existence 
of the federal excess-profits tax.
Another problem that would have 
had to be added to this list but for the 
strong position recently taken by your 
Institute is the method of treating 
gains upon sale or retirement of treas­
ury shares. Despite this release, there 
remains the analogous problem of the 
treatment of these differences when the 
purchase price is more than the amount 
paid in by the security holder. While 
any amount paid to the company in 
excess of par or cost, as the case may be, 
can clearly be characterized as a net 
payment by a stockholder, there is not 
the same clarity of circumstances when 
the amount paid by the corporation 
exceeds the amount paid it by the 
stockholder. Particularly if there is no 
capital surplus allocable to the shares in 
question is there not room for argument 
that the extra payment is in the nature 
of a distribution of earned surplus? A 
238
Subjects for Accounting Research
related problem which has been the 
subject of some discussion and cor­
respondence with a committee of your 
Institute as well as others is the case of 
the retirement of a whole issue of pre­
ferred stock at an amount in excess of 
the sum paid in by those stockholders as 
a class. Neither of these questions may 
be finally soluble until agreement is 
reached as to the concepts of earned 
and capital or paid-in surplus and as to 
the extent to which surplus resulting 
from payments by one class of stock­
holders may be used to absorb charges 
resulting from payments to another 
class.
Likewise when a careful examination 
is made of the method of setting up 
information in the statements them­
selves there are still instances in which 
alternative treatments are found, repre­
senting not basic differences in fact but 
a personal predilection of the drafts­
man. In some cases methods are fol­
lowed which appear inconsistent with 
recognized accounting principles as, 
for example, the treatment of purely 
valuation reserves otherwise than as a 
deduction from the assets to which they 
apply or the carrying of treasury securi­
ties as an asset. If, as your committee 
has announced, it sees no difference 
between the purchase and resale of a 
company’s own common stock, on the 
one hand, and the purchase and re­
tirement of a company’s own common 
stock and the subsequent issue of new 
common shares, on the other hand, 
there seems to be little ground for 
distinguishing in the balance-sheet 
position of unissued and treasury 
shares.
A similar problem that has been the 
subject of much controversy and which 
is, I believe, being actively considered 
at the present time, is the disposition 
to be made in the statements of items 
clearly affecting the operations of other 
years, of items of a nonrecurring nature 
that do not affect the operations of any 
one year but which because of their 
erratic appearance and fortuitous na­
ture can neither be foreseen and pro­
vided for nor properly deferred, and of 
items which represent recoveries of 
allowances and charge-offs of prior 
years. To add to the difficulty, par­
ticular items in this group often may be 
placed in two or more of these cate­
gories. The arguments are fairly clear 
cut. Some say all items should be 
handled through income, others that 
the final figure on the income sheet 
should be the balance of items clearly 
affecting the operations of this period, 
still others that original allowances or 
write-offs should appear in the income 
sheet but that recoveries and unusual 
profits cannot be used to improve the 
current showing of earnings. Others 
believe if the items are particularly 
significant, that the income statements 
of the years affected should be recast 
and published anew. A final group feel 
that the position of the item is rela­
tively unimportant provided both the 
income and the surplus statements are 
clearly drawn up and prominently 
displayed. To some extent these differ­
ences are the result of variant views of 
the accountant’s concept of income. To 
some extent, they are influenced by an 
appraisal of the effect of the various 
methods on the investor. In either case, 
it would appear that agreement is not 
an impossibility.
The final group of problems that I 
wish to mention taxes the ingenuity, 
logic, and creative ability of the ac­
countant more than any other. These 
are the problems resulting from new 
ways of doing business and from new 
economic conditions. As novel problems 
arise it becomes the task of the ac­
countant to determine how the new 
conditions are to be reflected in the 
accounts. One of the most pressing 
of these from our point of view has 
been the corporate phenomenon which 
I have elsewhere termed a quasi­
reorganization. Last December I had 
occasion to outline some of the more 
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common situations of this character 
that have come to our attention and 
indicated some of the conclusions we 
had reached. Recurrence of the situa­
tion has made a wide variety of cases 
available and has indicated the need 
for a good deal of further study of the 
matter. The problem is sufficiently new 
that some of the major issues have not 
been widely considered or settled. At 
the outset there is the question of 
consent. So major an interruption of 
the continuity of the accounts war­
rants a requirement of consent thereto 
by the shareholders, after adequate and 
specific notice of the proposals. But the 
issue remains as to whose consent — 
need it be given only by the common 
shareholders, only by the holders of 
shares entitled to vote on matters of 
general corporate policy, or is it 
requisite that the nonvoting stock be 
polled since the interests of these classes 
may well be vitally affected? Indeed, if 
it is not heretical, I may suggest that 
often bondholders may have an impor­
tant stake in the disposal of the ques­
tion, since the presence of a deficit may 
enforce retention of future profits while 
its elimination would remove this bar­
rier. If the presence of a specific stat­
utory provision enables the directors on 
their own initiative to eliminate such a 
deficit in part or in whole for dividend 
purposes, there is the further question 
of whether this should prevent applica­
tion of the requirement of consent, that 
is, whether such a statute alters the 
concept of earned surplus. If not then as 
a minimum, exception and lucid ex­
planation appear to be required.
The second major issue is whether it 
is necessary, as a corollary to the elim­
ination of a deficit by this procedure, to 
take into the accounts profits as well as 
losses which may be, so to speak, “in­
herent” in the assets but which are not 
recognized as “realized” by accounting 
principles and conventions. The spectre 
of large credits to earned surplus after 
the readjustment arises at once — 
credits representing in whole or part, 
for example, the difference between 
market values and carrying values at 
the effective date. Closely connected 
with this problem is the question of 
whether, if assets have been stated at 
estimated “fair values” corrections of 
the estimates are permissible or re­
quired as of a subsequent date, with 
resultant alterations in the balance of 
capital surplus and the amount of the 
deficit written off. An example of the 
more abstruse difficulties sometimes 
encountered may be in point. A com­
pany had been in the custom of deduct­
ing in its consolidated profit-and-loss 
statements unearned but cumulative 
dividends on the preferred stock of 
subsidiaries outstanding in the hands of 
the public. The contra entry increased 
the minority interest shown on the 
consolidated balance-sheet. Subsequent 
to a quasi-reorganization it had ac­
quired some of the subsidiaries’ pre­
ferred shares. Accumulated but un­
earned dividends having thus been 
canceled, the question arose whether in 
the consolidated statements the cancel­
lation of these dividends should not be 
reflected by transfer thereof from the 
minority interest to consolidated earned 
surplus. Analysis indicates that the 
deficit written off was made larger by 
the provision for unpaid and unearned 
dividends. The proposed entry would 
in effect have transferred deficit before 
the effective date to earned surplus 
after that date. But if the minority 
interest was correctly reflected at the 
effective date, is not the difference a 
“profit” resulting from events subse­
quent to the effective date and there­
fore an appropriate constituent of 
earned surplus? Or is this, from a 
consolidated point of view, only a deal­
ing in one’s own stock?
A research organization, particularly 
one such as that of the Institute with 
ready access to both practicing and re­
search accountants, can, I believe, 
contribute materially to the solution of 
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the vexing array of old disputes and 
new problems that are constantly 
arising. If its efforts toward solving 
these localized controversies are com­
plemented by long-range consideration 
of the more pervasive problems, such 
as surplus and valuation of inventories 
and other assets and by study of the 
best means of satisfying the continually 
increasing demands upon accountancy 
by the investing public, its activities 
will become indispensable.
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By A. Dewitt Alexander
I was asked to present here what I thought could be done in proceeding with this research with the help of the public accountant. I must speak 
from the viewpoint of a local firm. 
Later on someone here may be able to 
present the viewpoint of one of the 
larger firms with branches throughout 
the country where, to some extent at 
least, they have coordinated their 
opinions and rules of procedure for their 
various offices. In the smaller offices 
we fix our principles and procedures to 
a greater extent as questions arise, and 
we have not quite so much to offer to 
those engaged in research.
About the only contribution the 
public accountant in practice can make 
toward research is to assist by answer­
ing questionnaires and to assist other­
wise in the tabulation of practices as 
they exist. Those engaged in research 
to whom I have mentioned this have 
said it would nevertheless be a real con­
tribution. It is true that we ought to 
have the accountants all over the 
country “pondering in a cloister,” as 
Professor Paton would have it, but I 
doubt that without a great deal of effort 
much can be accomplished in that re­
spect.
It may be some comfort to feel when 
you do or do not put down the surrender 
value of life insurance as a deferred 
asset, or decide some such matter, that 
it is supported by other accountants 
and relies upon a tabulation of the 
practices of the majority. However, I 
do not think Mr. Werntz and his asso­
ciates in the Securities and Exchange 
Commission are going to tolerate it — 
the S.E.C. has not so far tolerated mere 
imitation of prior practices.
I would rather divert from the request 
that I present the possibility of aid for 
the researcher from the public account­
ant’s office to something that I want 
to articulate clearly if I possibly can, 
namely, my feeling that there is great 
importance in defining our purposes 
before establishing principles through 
research.
Accounting is not a physical or natu­
ral science. The gentlemen who are 
bursting atoms have before them a fixed 
pattern that the Almighty laid out, and 
which they are delving into. There was 
no variation in the pattern of that 
physical science a thousand years ago, 
and there will be no variation a thou­
sand years from now, but every time 
we, on the other hand, change our pur­
pose in the slightest degree, as we do 
every few years, the principles of our 
art or science change.
Let us think back to the days be­
tween 1918 and 1921 when the American 
Institute was cooperating with the 
Federal Reserve Board, and especially 
to those financial statements found in 
the pamphlet which they published. If 
you will look back, you will see the pur­
pose there was to present statements of 
condition and results of operations for 
the short-term creditor. Compare the 
matters under discussion at that time 
with those of today, for we were then 
not primarily interested in the prepara­
tion of statements for stockholders and 
and security holders. At that time there 
was very little attention paid to fixed 
assets. The short-term creditor was not 
interested in that. It was recommended 
that goodwill be deducted from capital 
and surplus, for it meant little to a 
creditor. I do not think the stockholder 
wants his goodwill to be deducted from 
surplus when it represents a cash pur­
chase out of the sales proceeds of stock.
To give another illustration, I have 
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had in mind a lumberman who had put 
his all into a lumber operation as an 
individual proprietor and who had 
“hocked his shirt” to borrow money at 
8 per cent. It was of no use to tell that 
man that interest and income taxes 
that had to be paid were deductions 
from income and not costs of produc­
tion. In that case it was a fact that he 
could not get his lumber out of the 
woods without paying his income tax 
and interest, and one should consider 
his reaction, bearing in mind the fact 
that he had everything he owned in­
vested in the one operation. It was our 
purpose to prepare informative state­
ments for him; it was his purpose to be 
informed of the unit cost of every ele­
ment that affected his obtaining a cur­
rent profit out of his lumber and, in so 
far as these purposes were served and 
no one was misinformed, we were 
abiding by principles and not violating 
them when we exhibited income deduc­
tions in terms of unit costs of production. 
Don’t misunderstand that I would 
think any point here involved should be 
extended at all as a general principle, 
for I am merely illustrating the impor­
tance of bearing purposes in mind.
Professor Paton referred to the ques­
tion, When is a transaction finished? 
Along that line, thinking of varying 
purposes between varying parties re­
quiring information, to the man in a 
manufacturing plant a transaction is 
finished when the product comes out of 
the plant; to the proprietor, at the other 
extreme, it may be finished when he 
collects his account receivable.
Therefore, we should start by making 
clear the objectives of this art or science 
of accounting, or particular field thereof 
that we are dealing with. For the sake of 
the results of research to be made at 
this time, the questionnaires sent out or 
anything of that sort should be pref­
aced with a statement of purposes. 
Briefly, the purpose is of course the pres­
entation of financial statements, but 
one must go further and limit it to the 
presentation of statements of condition 
and results of operations for the infor­
mation of stockholders and security 
holders of larger corporations with 
widely held securities.
Not so long ago some questionnaires 
were sent out to accountants in San 
Francisco, asking their opinion on 
various points, for example: How did 
they treat subsidiaries’ surplus on a 
parent’s statement where the accounts 
were consolidated? The answers were 
quite at variance. We began to wonder 
why there was such a divergence of 
opinion. One answer dealt with the 
keeping of the books themselves, and 
another with actual preparation of the 
statement; whereas we might keep our 
book accounting of surplus one way 
and prepare a consolidated statement 
another. Some answers considered the 
question entirely from the point of view 
of the California statute dealing with 
surplus available for dividends, which 
could result in inadequately intelligible 
information for stockholders.
This, of course, leads into another 
question that Professor Sanders has 
concerned himself with, but which I can­
not stress too strongly. We want broad 
principles before determining specific 
principles — first, a definition of our 
purposes, and then, at any expense, 
the determination of broad principles. 
We cannot have any unanimity if we 
do not have our broad principles first.
A while ago our office sought to find 
something in print, especially in author­
itative publications, to convince a 
client that the valuation of his inven­
tory had to be at market value, less 
assembling and shipping costs in the 
plant. There was nothing we could find 
in the recent publications of principles 
that we could show him. Now if we had 
had some broad principle indicating what 
the purpose was in valuing that inven­
tory (a secondarily broad principle of 
course), we could have pointed to that 
and given it application in the particu­
lar instance.
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I do not think we will get anywhere 
unless we divorce the principles we are 
now seeking from any legal considera­
tion. Mr. Werntz made references to 
that, differentiating the considerations 
of the Securities and Exchange Com­
mission from income-tax considerations, 
statements for the management, and so 
forth. We have to stick to one point — 
to our purposes.
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By George Harvey rudd
I have been asked by Professor Sanders to discuss principally meth­ods of procedure for accounting research in connection with the activi­
ties of the research department of the 
American Institute of Accountants. 
In this connection, I have in mind the 
discussion pertaining to whether the 
studies for research should be concen­
trated on accounting practices as evi­
denced by published reports, or from 
the viewpoint of textbook principles 
and discussions, or largely on govern­
ment and other regulatory pronounce­
ments pertaining to principles of ac­
counting. In addition thereto, what 
further cooperation might be estab­
lished between the committee of the 
American Institute of Accountants and 
similar committees of state societies 
of certified public accountants in co­
operation with universities and other 
interested groups.
For a better comprehension of the 
problem about to be discussed, I take 
the liberty to review my understanding 
of the present procedure of the com­
mittee on accounting procedure of the 
American Institute of Accountants and 
the research department working in 
conjunction with that committee. This 
has been outlined in the March, 1939, 
issue of The Journal of Accountancy, 
and at the cost of repetition I sum­
marize the present plan of procedure:
The Council of the American Insti­
tute of Accountants, at its annual meet­
ing in September, 1938, authorized the 
enlargement of the committee on ac­
counting procedure and suggested the 
establishment of a research department 
with paid assistants for the study and 
research on particular accounting ques­
tions, to formulate ultimately pro­
nouncements on specific points, con­
templating that those pronouncements 
could be accepted as authoritative 
procedure by the entire accounting 
profession. This resulted in the en­
largement of the above-named com­
mittee to twenty-one members, repre­
sentative of all types of accounting 
firms from all sections of the country, 
as well as including as members thereof 
eminent professors of accounting. Later, 
the executive committee approved a 
plan for the employment of research 
assistants to aid the committee on 
accounting procedure, and to be known 
as the research department, this de­
partment being directed and coordi­
nated by Professor Thomas H. Sanders 
of the Harvard graduate school of 
business administration.
Subcommittees of the general com­
mittee were to be formed for the pur­
pose of studying specific topics as 
assigned, and these subcommittees were 
to seek the assistance of able practising 
accountants and others who were in­
terested in this work, including pro­
fessors of accounting from the various 
universities.
It is interesting to note that the 
recommendations of the subcommittees 
require the approval of two-thirds of the 
entire committee of twenty-one mem­
bers before release to the membership, 
and that each member of the committee 
on accounting procedure is requested 
to vote as to the proposed pronounce­
ment, and he has the privilege of hav­
ing his dissent recorded, if he so desires, 
as was evidenced in connection with 
pronouncement No. 2 entitled “Un­
amortized Discount and Redemption 
Premium on Bonds Refunded,” on 
which Professors W. A. Paton and Roy 
B. Kester dissented.
It also is interesting to note that in 
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the present outline of procedure for the 
committee on accounting procedure and 
the research department that the 
pronouncements as issued were not to 
be retroactive, nor were they to deal 
with immaterial subjects.
It is assumed that all of us assembled 
here are acquainted with the history 
and evolution of accounting from the 
earliest Babylonian records through 
the ages in which accounting has 
followed the progress of civilization and 
commerce. However, I believe that a 
review of the responsibilities of account­
ing as they exist today, in contrast to 
the past, are worthy of consideration.
Many of us consider accounting as a 
new subject. However, history and re­
search disclose that we owe much to the 
Franciscan monk, Luca Paciolo, whose 
first known treatise on double-entry 
bookkeeping was published in Venice 
in 1494. From this we have seen a 
gradual development of accounting, 
which was the result of the develop­
ment of trade and shipping, and the 
growth of government, since govern­
ment, commerce, and accounting have 
been linked since the beginning of 
civilization.
In the early accounting in Europe, in 
Great Britain, and later in the United 
States, the function of the accountant 
was largely that of locating errors in 
and checking the records, and preparing 
from them reports for the managements 
or owners, which were principally 
proprietorships and partnerships. As 
government and commerce became 
larger in their scopes, the ownerships 
of enterprises took on the form of trad­
ing companies, and eventually the 
corporate form as we know it today.
We later find that government be­
came more complex, and with particular 
reference to our own United States, we 
find the development of Federal Gov­
ernment, state government, county 
government, city government, school 
districts, and the like, all interwoven 
and coordinated, which of necessity 
required more accounting technique. 
With the advent of the federal income 
tax in 1913 we see the greatest stride 
made from the standpoint of pro­
fessional accounting in which, for the 
first time, a new tax, more inclusive 
than any other heretofore, was placed 
on business institutions and on indi­
viduals, with the result that the ac­
counting profession began to be laden 
with new responsibilities at that time. 
Of more recent date we find other taxes 
and requirements placed upon business 
by governments, both federal and state, 
for the purpose of the relief of social 
conditions, to the extent that again the 
profession has been called upon to 
give valuable service to the business 
and socialized world in order to carry 
out more fully the responsibilities of 
government to the citizens of that 
government.
I wish to call attention to the growth 
in the corporate form of ownership in 
this country, in which, toward the lat­
ter part of the nineteenth century, a 
profound change began to take place 
in the ownership of business. Business 
enterprises grew larger and a vast 
number of them became corporate 
entities. The owner-manager of such 
enterprise ceased to exist in that 
capacity, and his place was taken by a 
multitude of stockholders as owners of 
the business, who selected members for 
a board of directors, and they in turn 
hired the management. Mortgages 
which had been placed upon the plant 
assets were converted into bond issues, 
these bonds being sold to the public as 
investments. Later, many mergers and 
consolidations were made, and corpo­
rate security holders grew more num­
erous until today almost any business 
of any magnitude is of the corporate 
form, literally owned by the security 
holders who rely on financial statements 
prepared by the certified public ac­
countant for the benefit of the manage­
ment and submission to the stock­
holders.
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With this outline of the development 
of the commercial institution, it may be 
seen that the responsibilities of the 
certified public accountant have been 
greatly increased, and today he is in the 
position not only of representing man­
agement, but to a large extent his 
findings and reports made in connection 
therewith are used by the management 
to report to the stockholders and bond­
holders, who rely to a certain degree on 
the balance-sheet and income state­
ments as prepared by the certified 
public accountant.
More recently the public accounting 
profession has seen the effect of govern­
mental regulations in connection with 
the securities act of 1933 and the 
securities-exchange act of 1934, in 
which the Securities and Exchange 
Commission has had an opportunity to 
review many of the reports as rendered 
by the certified public accountants, and 
since the inception of that commission 
it has been a potent force in bringing to 
the attention of the public accounting 
profession the desirability and need of 
clarification of what is termed “ac­
counting principles and procedures.”
It is obvious that, with the increase in 
commercial activities of businesses and 
with the growth of mergers, consolida­
tions, holding companies, and the re­
ports prepared from the records of those 
companies, accounting and auditing 
procedure necessarily has changed to 
the extent that a great deal of credence 
is now given to what is customarily 
termed the internal control and records 
of the clients, thus relying principally 
on accounting principles and procedures 
as contained in the records of the clients.
It is natural that governmental and 
regulatory agencies should desire to 
have an expression from the practising 
public as to what is embraced in that 
statement pertaining to reliance on in­
ternal control and accounting procedure 
of the client as contained in the audi­
tor’s certificate of the report as ren­
dered, and it is fitting that the American 
Institute of Accountants should lead 
the way for the accounting world as to 
the proper interpretation of the princi­
ples and procedures contemplated when 
that statement is made.
I wish to pay tribute to the compila­
tion published by the American Insti­
tute of Accountants entitled A State­
ment of Accounting Principles, prepared 
by Professors Thomas H. Sanders of 
the Harvard University graduate school 
of business administration, Henry Rand 
Hatfield of the University of California, 
and Underhill Moore of the Yale Uni­
versity school of law. This booklet was 
made available through the generosity 
and forward thinking of the accounting 
firm of Haskins & Sells, who, in 1935, 
established the Haskins & Sells Founda­
tion, Inc., for the purpose of this work. 
From this contribution much considera­
tion has been given by the American 
Institute of Accountants and others, 
including eminent instructors of many 
universities, until today it appears that 
we now are approaching the time where 
a definite and effective plan of research 
has been launched, in which we all are 
striving to make it more effective for the 
years to come.
In the course of research for material 
to be used in connection with this paper, 
the formation of the American Law In­
stitute, sponsored by the American Bar 
Association, was brought to my atten­
tion, that Institute having been organ­
ized at Washington, D. C., on February 
23, 1923, and composed of a group of 
approximately three hundred leading 
representatives of the legal profession 
from all parts of the country. The pro­
ceedings, as published by the American 
Bar Association Journal and other state 
law reviews, disclosed that this organi­
zation was formulated at that time for 
purposes affecting the legal fraternity 
similar to the present activity and work 
of our committee on accounting pro­
cedure and research department.
The objective of that organization 
was declared to be “to promote the
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clarification and simplification of the 
law and its better adaptation to social 
needs, to secure the better administra­
tion of justice, and to encourage and 
carry on scholarly and scientific legal 
work.” The work of that institute was 
outlined to be: “Restatement of the 
law, and this was to be carried out by 
the choice of a subject, the appointment 
of one person, termed a reporter, to 
draw up a statement of the law on that 
subject, and this statement to be sub­
mitted to a committee of experts on the 
subject and finally submitted to all the 
members of the institute for their sug­
gestions. After this process has been 
gone through with sufficiently, the 
statement was to be promulgated as the 
official statement of the institute.”
The affairs of this institute were gov­
erned by a council of twenty-one mem­
bers, with permission to increase to 
thirty-six members, and at the incep­
tion was composed of four judges, five 
professors in law schools, and twelve 
members who were practising attorneys. 
The first principal officers were: the 
Honorable Elihu Root, honorary presi­
dent; the Honorable George W. Wicker­
sham, president; the Honorable Benja­
min Cardozo, vice president; William 
Draper Lewis, of Philadelphia, secre­
tary; and George W. Murray, of New 
York, treasurer.
It was observed further that this 
movement had its origin in the Associa­
tion of American Law Schools, and 
from the reading of the various reports 
of proceedings it was ascertained that 
it appeared to the leaders of the move­
ment that complexity and lack of uni­
formity was evidenced largely as the 
result of the fact of the existence of 
forty-eight different state jurisdictions 
and courts, as well as the Federal Gov­
ernment and courts, and it appeared 
that the founders of the movement de­
sired to research topics assigned to the 
end that possible restatements of the 
more important topics could be promul­
gated by the institute.
At a conference under the auspices 
of the American Law Institute held in 
Chicago from October 27 to 29, 1927, 
which was composed of the cooperating 
committees of the bar associations and 
especially invited persons, reports were 
given in which there were discussions as 
to the tentative drafts of certain re­
statements. The Michigan representa­
tives at that meeting offered a resolu­
tion, and I quote from the record of 
the proceedings as published in the 
American Bar Association Journal of 
1927 relative to that resolution and 
suggestions, as follows:
“Michigan representatives presented 
a resolution suggesting to state bar 
associations that they try, by way of 
experiment, the preparation and pub­
lication of editions of the restatements 
embodying local annotations. This was 
approved by the conference.
“They further suggested that such 
annotations should cite all relevant 
local decisions and statutes and indicate 
their agreement or disagreement with 
the rules of law as stated in the restate­
ment, and also indicate those instances 
in which there is no local authority; 
recommended that ‘the person or per­
sons to prepare such local annotations 
be chosen by the respective committees 
on cooperation with the American Law 
Institute or governing boards of such 
associations, and that the work be done 
under the supervision of those commit­
tees with the cooperation and advice 
of the American Law Institute’; and 
further recommended that the anno­
tated editions of the restatements be 
published by the state bar associations, 
and that copies thereof be sent without 
individual expense to all members of 
such associations. The resolutions finally 
urged the various committees on co­
operation with the American Law In­
stitute to use diligent efforts to inform 
the bar of their respective states con­
cerning the work of the institute, its 
progress and its ultimate benefit to the 
administration of the law.”
In observing the material pertaining 
to this important movement of the 
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American Bar Association and Ameri­
can Law Institute, it is interesting to 
note that it took several years to formu­
late the first restatements on the topics 
assigned; however, as time passed and 
the cooperation with the bar associa­
tions and the practising attorneys in­
creased, the American Law Institute 
was enabled to issue many restatements 
of the law on many subjects, and which 
I understand are valuable to the legal 
fraternity. As was planned, the restate­
ments of the law as made have done 
much toward the establishment of a 
guide for the practising attorneys and 
judges, even though in all instances 
they have not received definite legal 
standing as such, except through refer­
ence and quotation in court proceedings.
A perusal of the July, 1939, Law Li­
brary Journal, published by the Ameri­
can Association of Law Libraries, Wash­
ington, D. C., is most interesting, as it 
contains an exhaustive amount of ma­
terial as disclosed by a bibliographical 
check list of the many publications and 
restatements of the American Law 
Institute.
It is important to note that the 
program of the American Law Insti­
tute was financed largely as the result 
of a ten-year contribution by the 
Carnegie Foundation, which aggregated 
$1,075,000.
Reference has been made to the work 
of the American Bar Association and 
its auxiliary, the American Law Insti­
tute, in order to point out that the legal 
profession likewise has considered a 
problem similar to the one we now are 
discussing, and although it is admitted 
that the problem is not identical, it is 
considered that the methods of pro­
cedure to the solution appear to be 
similar.
It seems to me that the pronounce­
ments to be issued by the committee on 
accounting procedure, which are to be 
forwarded to the membership, are to be 
in the nature of rules for the members, 
and to the extent that they become 
known by the nonmembers of the ac­
counting fraternity they will serve for 
the same purpose, as one might say the 
same rules will be applicable to the 
uncertified public practitioners as well 
as to the controllers, auditors, or heads 
of the accounting departments of the 
business world generally. True, the 
pronouncements may deal with subjects 
with which the practising members are 
not closely associated, but on the other 
hand the effect of those pronounce­
ments and the ultimate rules as laid 
down are guides to anyone practising 
the profession of public accounting, as it 
is a foregone conclusion that if the rules 
are proper for the use of the Institute 
members, they serve the same purpose 
for the nonmembers and the general 
accounting public as well.
I wish to comment upon the effect of 
pronouncements which might be made 
as the result of research from the pub­
lished reports. It would appear that the 
majority of the published reports are 
those of the larger establishments as 
prepared by the larger accounting firms 
and would not embrace necessarily the 
reports of the smaller or medium-sized 
business enterprises, which may be the 
work of the smaller accounting firm or 
individual practising accountant. Re­
search on these published reports is of 
vital importance but, on the other hand, 
the consensus of opinion from these 
studies alone might not be truly repre­
sentative of all phases of business 
enterprise.
In the discussion of the results of 
pronouncements arising through re­
search made in textbook and academic 
discussion fields only, it is believed 
that much valuable aid and assistance 
could be given in this connection; how­
ever, as often is the case, the academic 
discussion occasionally is at variance 
with the practical solution. By way of 
reference I quote from the report of 
President Collins as given to the 1938 
annual meeting of the American Insti­
tute of Accountants: “I feel quite 
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strongly that the best results can be 
achieved only through an understand­
ing and sympathetic cooperation of prac­
titioners and educators. Each has a 
point of view not always shared by the 
other.”
It is a well recognized fact that the 
academic requirements are needed as 
well as the practical requirements, as 
evidenced by the degree of certified 
public accountant. Drawing from my 
own experience of years of teaching 
advanced accounting at one of the uni­
versities, there has been impressed upon 
my mind the necessity for the practical 
approach to many of the problems, and 
also the fact that the best student often 
is the one who early in his accounting 
training develops an analytical mind 
from a practical viewpoint.
Much credit must be given to the 
Securities and Exchange Commission 
and the cooperation which the American 
Institute of Accountants has had from 
that source as well as from the Bureau 
of Internal Revenue and the various 
taxing agencies of the Federal Govern­
ment. I believe that we must recognize 
that these agencies are in position to 
gather a cross section of the work of the 
accounting profession as shown by the 
governmental reports filed with the 
various agencies. However, as pointed 
out by President Collins in his report at 
the annual meeting last year, this power, 
if reposed in the hands of a fair and con­
servative commission, naturally would 
be exercised in such manner that good­
will and much benefit would result to 
the public accounting profession as well 
as to business generally; however, 
should the official personnel of these 
regulatory bodies not be continuous and 
the character and policy of the govern­
mental agencies should change, then it 
is possible that the profession of public 
accounting would be faced with a dif­
ferent situation than now exists. There­
fore, it appears to me that much weight 
of opinion and consideration should be 
given to the pronouncements, rules, 
and regulations of governmental agen­
cies, with particular reference to the 
Securities and Exchange Commission.
As in the case of the published reports 
and the study made of them, it appears 
that likewise the same situation exists 
here, namely, that these reports filed 
with the Securities and Exchange Com­
mission represent to a great extent the 
larger and far-flung corporations, and to 
the same degree represent the account­
ing practice and principles of the 
larger accounting firms rather than 
the smaller industrial firms and the 
smaller individual practising certified 
public accountants.
One might mention that the research 
made from accounting subjects origi­
nating from taxing authorities might 
tend to place too much emphasis on 
accounting principles and procedures 
from a taxing angle rather than from 
the accounting angle.
The above discussions have been 
given for the purpose of pointing out 
that pronouncements arising from either 
of those sources alone would tend to 
give effect to accounting principles and 
procedures which might not be uniform 
to the accounting profession as a whole. 
Therefore, it appears that it would not 
be amiss to suggest that the American 
Institute of Accountants, through its 
committee on accounting procedure, 
present to the Advisory Council of 
State Society Presidents the feasibility 
of having a similar committee, smaller 
in number, formed in each of the state 
societies for the purpose of coordinating 
the activities of the larger committee 
of the Institute, and these state society 
committees in turn could be the means 
of contacting the several chapters in 
their respective states as well as be the 
means of disseminating, when desir­
able, contemplated pronouncements and 
other data to the members of the state 
societies, which would represent a larger 
group than the American Institute 
members.
As an illustration, I would like to 
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refer to the activities of the Los Angeles 
Chapter of the California Society of 
Certified Public Accountants, who for 
more than a year have been holding 
weekly luncheon meetings for the dis­
cussion of subjects which, for the most 
part, deal with recent publications and 
questions in connection with principles 
and practice procedures, these meetings 
being in charge of the committee on 
practice procedure. Results of these 
weekly meetings have proven the suc­
cess thereof, and my thought is that this 
would suggest a similar program to the 
chapters, and possibly the results of 
those meetings, through activity reports 
or other means, could be forwarded to 
the research department of the Institute.
Should a state committee be set up 
in each of the states, these committees 
could act as auxiliaries to the American 
Institute of Accountants committee in 
the work of encouraging the participa­
tion of the universities and accounting 
schools and eminent professors to study 
likewise the various proposed pronounce­
ments and furnish research materials 
to the coordinating research depart­
ment in New York. It is possible that 
encouragement could be given to the 
universities and the graduating students 
in accounting subjects to write theses on 
assigned subjects, said theses and mate­
rial prepared to become available to the 
research department. Thus one can 
vision much valuable material being 
received by that department.
Past experience has proven the desir­
ability of trade association connections, 
and it would appear that the research 
department could encourage more par­
ticipation on the part of those associa­
tions, and that through committees now 
formed or suggested to be formed in 
those trade associations the questions 
involving particular associations could 
be submitted and studied jointly with 
them and thus formulate accounting 
principles and procedures which affect 
that particular group of industry or 
business. We all are acquainted with 
the many and varied peculiarities of 
certain businesses and industries in 
which general procedures would not be 
applicable in all instances and which 
would require exceptions to the general 
pronouncements.
One should take cognizance of the 
very close cooperation which has been 
maintained and which should be con­
tinued with the Robert Morris Asso­
ciates and banking institutions, as well 
as with the investment bankers and the 
mercantile and trade reporting agencies. 
Each of these several institutions repre­
sent to a large extent the creditors or 
source of credit information of our 
clients, and one cannot expect to lay 
down rules for accounting principles and 
procedure without considering the cred­
itors as well as the owners and investors. 
I believe that the research department 
possibly could find a way in which the 
various committees in cooperation with 
the Robert Morris Associates, banking 
fraternities, and mercantile agencies 
could work closer toward the goal of 
clarification of accounting principles and 
procedures for their requirements.
In this connection, it is worthy of 
note that the mercantile agencies recog­
nize the advantages of uniformity of 
trade reports, and have suggested the 
possibility of uniform balance-sheets 
and income-and-surplus statements for 
like businesses and industries.
Widespread public education of the 
needs of correct accounting treatment 
is necessary largely due to the millions 
of stockholders and bondholders of 
American business institutions who 
may not be accounting-minded, and to 
that extent it would appear that the 
rules and pronouncements as published 
by the research department should be 
given as much publicity as possible, and 
that those committees of the American 
Institute of Accountants now function­
ing for the purpose of education of the 
public generally can be of great assist­
ance in furthering the widely dis­
seminated information and effects of 
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the pronouncements as contemplated 
for the future.
Another suggestion might be made 
that the Institute, through the com­
mittee on accounting procedure and the 
research department, should encourage 
the establishment of institutes of ac­
countancy to be given by the several 
universities in the larger cities, similar 
to the institute of government which 
has covered so successfully the field 
of governmental problems, and which 
has been sponsored and given for eleven 
years by the University of Southern 
California. It is interesting to note that 
Columbia University has conducted an 
institute of accountancy during the 
past summer, and more recently that 
the University of Southern California 
has announced an institute of account­
ancy to be given in October of this year. 
It is believed that if the larger univer­
sities would undertake similar programs 
in their communities much good could 
be obtained, and this would be a means 
of bringing the work of the committee 
on accounting procedure to the atten­
tion of the public generally as well as 
to the accounting profession, as these 
institute meetings would be open not to 
members of the public accounting pro­
fession alone, but to anyone interested 
in the subject of accounting, whether 
he be certified or not.
In conclusion, may I say that it 
would appear that the most effective 
way to obtain the full desired results of 
the committee on accounting procedure 
and the research department is the one 
in which every possible scope of research 
is considered, and that continued active 
study be made of pronouncements, rules, 
and regulations of governmental and 
other regulatory agencies, whether they 
be federal or state, and that thorough 
study and research be given to all text­
book material which can be made avail­
able to the research staff of the Institute. 
In addition, that a state coordinating 
committee be established by each of the 
individual state societies for the purpose 
of furthering the participation in the 
program by the practising public through 
the individual chapters.
Also, it seems desirable that the 
individual state societies, through active 
committees established, should further 
the program of the committee on ac­
counting procedure and the research 
department by contact with the univer­
sities, the banking fraternities, and other 
interested organizations in the states, 
to the end that the maximum results 
could be obtained in research, the same 
to be checked carefully by the research 
department, and then when pronounce­
ments are available they should be 
given the widest possible coverage and 
dissemination to the practising public 
as well as to the general public through 
cooperation of the many other com­
mittees of the American Institute 
of Accountants with committees of 
other institutions and governmental 
agencies.
Finally, because of the tremendous 
effect which the pronouncements as 
issued will have on the accounting 
world, I can think of no better way to 
state the reasons for careful and thor­
ough consideration of them than to 
quote from the Honorable George W. 
Wickersham, one of the founders and 
then president of the American Law 
Institute, in his address at the second 
annual meeting of that institute: “The 
work, from its very nature, cannot be 
hurried. It is better that we produce 
only one book which will successfully 
run the gamut of professional criticism 
and find acceptance as the correct 
formulation of existing law, than that 
we should produce twenty treatises, 
concerning the accuracy and authority 
of which the best informed and most 
competent lawyers should differ.”
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Introduction
BY WALTER A. COOPER
D
uring the past few years the tax 
sessions of our annual meetings 
have become more important.
That has followed the quickening of 
general public interest in the subject. 
The trend continues this year, and 
again, in keeping with public interest 
as professional practitioners should, we 
have broadened our program to deal 
with administration as well as with 
legislation.
With tax collections (federal and 
state) exceeding fourteen billion dollars, 
or an estimated 22.8 per cent of the 
national income, relatively little of 
which can come from the wealthy be­
cause they do not have enough to meet 
the tremendous demands of government 
exactions, and most of which must come 
from other sources, the working man 
now realizes that the burden falls largely 
on his group. This understanding has 
been hastened by the fact that to collect 
these large sums it has become necessary 
to increase the direct levies, and those 
who pay direct taxes listen with keener 
understanding to statements and dis­
cussions regarding indirect tolls. As 
public accountants must be regarded, 
to some extent, as representatives of 
the so-called general public, it is fitting 
that we devote our attention to funda­
mental principles. Further, our wide 
contact with, and understanding of, 
the records of business, which tell the 
story of how taxes are paid and by 
whom, provide an excellent foundation 
to which to apply the impartial judg­
ment of the professional practitioner.
Though we speak in terms of money, 
we know that, in the final analysis, the 
income of our nation is the physical 
goods which we create or produce. 
Through taxation a part of that pro­
duction is taken, by law, for those who 
work at or for government, to render 
those services best rendered by govern­
ment, so that the rest of us may devote 
our efforts to creating real income or 
wealth, to the end that all should have 
and enjoy the use of more of these goods 
which we produce. The ultimate value 
of government must be measured in 
such terms. I stress this because there 
has been a great tendency to speak and 
think in terms of money rather than of 
the relationship between, and the quan­
tity of, goods produced, goods set aside 
for government workers, wards, or 
beneficiaries of one type or another, and 
finally, the goods left for those who 
create them. If government activity 
does not result in the last-mentioned 
group’s enjoying the use of more, it falls 
short of its objective.
Recent experience has shown that 
taxation is important not only in that it 
takes a substantial part of the nation’s 
real income, but also in that the size of 
the burden and the manner of assessing 
and collecting it, aside from the amount 
thereof, seriously influence business 
activity and production. If we study 
economic or business cycles, we observe 
that in the past the ready availability 
of capital at low interest rates was in­
variably followed by increased business 
activity. Cheap capital was put to 
work. Though we have had that state 
of affairs for several years past, capital 
still remains idle. Clearly, something has 
interfered with the normal trend, and 
taxation is undoubtedly one of the 
factors, especially the high rates on per­
sonal income or, more exactly, the in­
come left after many other tax levies 
have been exacted. Under these circum­
stances, it is only natural that capital 
should refuse to undertake risks for 
little or no return — for, once it has 
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been lost, it will be exceedingly difficult 
to regain under existing tax laws.
If labor, for example, were to be told 
that of its last day’s pay in each week 
the government would take 80 per cent 
(as it does of the top income in some 
cases), what would labor be likely to do? 
It would probably quit working on the 
last day, and that is what capital is 
doing.
Furthermore, when risk or equity 
capital remains idle, capital which 
cannot be so riskily employed — such 
as bank deposits, insurance, trust funds, 
etc. — likewise remains idle. Even when 
equity capital is employed, those own­
ing it hesitate to expand operations by 
borrowing nonrisk capital because so 
much of any gain that may result from 
the use of the borrowed capital must go 
to the tax collector that repayment 
thereof, without a subsequent retrac­
tion of operations, seems unlikely and, 
moreover, all the risks of failure must 
be assumed. So we find our institutions 
with more than normal resources and 
not enough sound borrowers able or 
willing to use them.
Our Congress has become conscious 
of this situation and recently adopted 
amendments to our taxing statutes, in­
tended to eliminate so-called business 
deterrents, though I should prefer to 
designate them as irritants rather than 
deterrents. In this connection, the As­
sistant Secretary of the Treasury has 
invited business to express its views on 
our tax laws and to submit suggestions 
for their betterment.
We seem to have been gradually 
going around in a circle so far as tax 
legislation is concerned. After the World 
War, when high tax rates were first in­
troduced in this country, we went 
through a period of years during which 
efforts were made to ease the tax burden, 
particularly that which was collected 
under the income-tax acts. Rates were 
reduced and many exceptions or exemp­
tions from general rules were inserted in 
the laws to ease the burden in particular 
situations where it otherwise would have 
been inequitable or so heavy as to seri­
ously interfere with normal business 
activities.
Then followed the depression and we 
started to go the other way. Tax rates 
were increased; there was a great “to 
do” about so-called tax evasion and tax 
avoidance, and we had a series of so- 
called tax loophole laws, based in part 
on the results of Congressional investi­
gations. While these studies developed 
some cases of improper avoidance of 
tax or loopholes in the law which should 
not have existed, many of the situations 
in which taxes were not paid were in no 
sense improper. Yet the law was con­
tinually changed in order to increase 
revenue from a limited number of our 
citizens.
These revenues were used, in part, to 
cover government expenses for a pur­
pose that was described as “ priming the 
pump of business,” yet it soon developed 
that the pump priming was not working 
or, at any rate, was not bringing about 
the sound and continued improvement 
that was expected and that its protag­
onists claimed for it.
Hence, in 1938 and 1939, our tax laws 
were amended to eliminate some of the 
irritating influences, though even in 
1938 our representatives in Washington 
were not yet ready to admit that the 
laws contained irritants or deterrents 
to business, and referred to the 1938 act 
as being intended to stimulate business 
activity.
Apparently, we are back on the right 
track though not fully around the cir­
cle. Some of the irritants have been 
eliminated, but the heavy burden has 
not been eased in the least. We are told 
that this burden is required in order to 
make expenditures which are intended 
primarily for relief in one form or an­
other. We are told that it is necessary 
to make these expenditures to “prime 
the pump” in order to get business 
started, but after six years of it we find 
that business has not started. Something 
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is wrong with the pump we have been 
priming or the well is dry. Perhaps we 
have been priming the wrong pump.
We might now consider seriously the 
advisability of priming some other 
pump — call it, if you will, the capital 
pump or the tax pump. It seems logical 
to believe that if we reduced the burden 
of taxation, particularly through the 
amendment of those laws that are 
making capital remain inactive, we may 
break the capital jam and bring about a 
substantial increase in business activ­
ity. That may not increase the budget 
deficit, for it may very readily so in­
crease the nation’s income and reduce 
the government expenditures for relief 
that the budget deficit will decrease 
rather than increase. Of course we 
cannot be certain in advance what such 
a result will obtain, but it is interesting 
to observe that the corporate and in­
dividual taxes on income reported for 
1928, under the lowest tax rates since 
the World War, aggregated 2,348 mil­
lions, while for 1936, under the highest 
tax rates, including excess-profits and 
corporate undistributed income taxes 
since 1917, such taxes aggregated only 
2,405 millions, or approximately 2 1/2 
per cent more than for 1928.
The administration of the statutes 
provided by the legislators becomes pro­
gressively more important as the tax 
burden increases, particularly under our 
method of voluntary payment or self­
assessment. Government realizes, for 
general use only, what is left after al­
lowing for the cost of collecting taxes. 
Likewise, taxpayers must stand, in 
addition to the toll, the cost of finding 
out how much they owe. Both are costly. 
If administrative methods create tax­
payer resentment rather than good­
will, the efficiency of the self-assessment 
system becomes impaired, and either 
because correct tax payments are not 
made or the cost of collecting them in­
creases, less revenue is available for 
general use. In an effort to improve ad­
ministration, the Treasury Department 
recently altered its system, so far as 
internal revenue is concerned, to what 
has been described as the “decentral­
ized method.” As in the case of all 
development which we so often under­
take professionally, a considerable pe­
riod of time will be required for educating 
personnel, ironing out the rough spots, 
and general coordination before the new 
system will function at its best. Further­
more, in this instance, taxpayers and 
those who represent them must also be 
educated to the new system. In both 
respects, we accountants can and 
should be of considerable assistance. 
We must start by educating ourselves, 
and our discussions this morning will be 
helpful in that respect. We can also 
observe the results from a taxpayer’s 
point of view and appraise them in the 
light of our own special knowledge of 
system work, and I am sure that any 
suggestions for improvement which may 
then develop will be welcomed by the 
Bureau of Internal Revenue.
Before we discuss administration, 
however, we must first deal with legisla­
tion and we are fortunate, this morning, 
to have with us a representative of the 
Treasury Department who, I believe, is 
more familiar with that subject than 
any other person in the country. He 
has not only been engaged on it for 
some years, participating actively in 
the development of the recent amend­
ments, but is now actively engaged in 
considering further legislation.
He is now going to explain for us the 
amendments to the revenue code re­
cently adopted under the title of the 
revenue act of 1939, what proposers of 
the legislation expect it to accomplish, 
and, I hope, some of the possible amend­
ments which are now engaging the at­
tention of the Treasury experts. Our 
speaker also plans to tell us some­
thing about decentralization—what the 
Treasury expects the new method to 
accomplish and outline to us some of 
the ways whereby we, in practice, can 
cooperate with the authorities.
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By Thomas N. Tarleau
I
n view of the present interest of 
the Treasury Department in rev­
enue revision, it is a particular 
pleasure for me to discuss taxes with a 
group of experienced practitioners such 
as is gathered here this morning. Since 
the Department’s studies looking to­
ward the future are only in a prelimi­
nary stage, it may be of interest to 
review the salient features of the past 
year’s achievements — the revenue act 
of 1939 and the decentralization of the 
Bureau of Internal Revenue.
Apart from the extension until 1941 
of certain manufacturers’ excise taxes 
which was made necessary by continu­
ing large revenue needs, the major 
provisions of the new act may be 
roughly divided under three main 
headings.
The first of these relates to the revi­
sion of the rate structure of corporate 
income taxes. These changes will be 
effective for the taxable year 1940 and 
thereafter. The last vestige of the un­
distributed-profits tax as applied to 
corporations in general has been re­
pealed, although the principle has been 
retained in the structure of corporate 
surtaxes, such as those on personal 
holding companies, foreign personal 
holding companies, and corporations 
improperly accumulating surplus. The 
1938 act accorded more liberal treat­
ment to corporations having incomes of 
$25,000 or less than it did to larger 
corporations. This distinction has been 
preserved. The smaller corporations, 
constituting nearly 90 per cent of all 
corporations, are to be taxed at a grad­
uated rate ranging from 12 1/2 per cent 
upon the first $5,000 of normal tax net 
income up to 16 per cent on normal
Note.—Mr. Tarleau is legislative counsel for 
the United States Treasury Department. 
tax net income in excess of $20,000. 
Corporations with incomes exceeding 
$25,000 are to be taxed at a flat rate of 
18 per cent.
If no modification were introduced 
into this scale of rates a corporation 
having $25,001 of normal tax net in­
come would pay a tax of $975 more 
than it would pay if it had had $1 less 
income. It was therefore necessary to 
draft a “notch” or alternative tax 
applicable to corporations with normal 
tax net income slightly more than 
$25,000. Those of you who were com­
pelled to compute the “notch” under 
the 1938 act will doubtless appreciate 
the simplicity of the new “notch.” 
The dividing line between large and 
small corporations under the old law 
was measured by net income. This 
necessitated very complicated provi­
sions in the case of tax-exempt interest 
on federal obligations and the 85 per 
cent of intercorporate dividends which 
are allowed as a credit against the tax. 
The new law classifies corporations 
according to their normal tax net in­
come (meaning net income less the 
credits for interest on federal obliga­
tions and intercorporate dividends) so 
that all that is necessary by way of a 
“notch” is to provide an alternative 
tax of $3,525 (that is, the tax on a small 
corporation having a normal tax net 
income of $25,000) plus the arbitrary 
rate of 32 per cent upon any excess 
over $25,000. This alternative tax will 
apply to corporations with incomes 
above $25,000 and less than about 
$32,000.
Changes have also been made in the 
rates applicable to certain types of 
corporations which have for many 
years been accorded special treatment. 
Banks, heretofore taxable at 16 1/2 per 
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cent, will hereafter be taxed as other 
corporations, so that the amount of tax 
will depend upon whether a bank qual­
ifies as a large or a small corporation. 
The same is true of life-insurance com­
panies, insurance companies other than 
life or mutual, and mutual-insurance 
companies other than life. Foreign 
corporations, upon which has always 
been imposed a tax at the highest rate 
applicable to domestic corporations, 
will hereafter be taxed at 18 per cent 
rather than 19 per cent. Mutual invest­
ment companies, which are taxed only 
upon such part of their income as is 
not distributed to beneficiaries, will be 
taxed at a rate of 18 per cent upon such 
income rather than at the present rate 
of 16 1/2 per cent.
These changes in the corporate rate 
structure should do much towards 
facilitating the work of lawyers and 
accountants who are charged with the 
task of preparing the tax returns of their 
clients. Whatever may have been the 
merits or demerits of the undistributed- 
profits tax as contained in the 1936 act, 
the small remnant of the tax which was 
preserved in the 1938 act did not have 
sufficient teeth in it to accomplish its 
purpose of forcing corporations to dis­
tribute their earnings so that they might 
be taxed in the hands of the individual 
shareholders. Furthermore, the many 
relief provisions which were added 
made it even more complex than it was 
originally. Thus, while falling far short 
of its avowed purpose it nevertheless 
constituted an irritant to taxpayers 
and an unnecessary nuisance and ex­
pense in the preparation of returns.
The second category of major changes 
contained in the 1939 act relates to vari­
ous efforts which have been made to 
equalize the tax burden as between 
corporations with reasonably steady 
and predictable incomes and corpora­
tions whose earnings are subject to 
wide fluctuations. This has been a 
perennial problem under the income 
tax. Due to the fact that income is as­
certained for tax purposes upon an 
annual basis, little or no consideration 
has been given to the extent of the 
taxpayer’s actual economic gain over 
the whole period of the business cycle. 
Thus a corporation which earns $100,- 
000 in each of three years or $300,000 
over the three-year period, has hereto­
fore paid no greater amount of taxes 
than a corporation which earns $300,- 
000 in one year and then has large 
deficits in the last two succeeding years. 
Inequities of this type are accentuated 
in the case of individual proprietorships 
and members of partnerships, since the 
owners of such enterprises are subject 
to graduated surtaxes rather than to 
the more or less flat rate applicable to 
corporations. It has long been felt, both 
by Congress and the Treasury alike, 
that the problem of equalizing the tax 
burden as between the taxpayer with 
a steady income and the taxpayer with 
a fluctuating income is one of the most 
important to be solved in the attain­
ment of a reasonably equitable revenue 
structure.
The 1939 act goes a long way towards 
solving this problem. Some of the 
provisions designed to afford relief are 
new and others constitute in the main 
a return to former features of the in­
come-tax structure. Chief among the 
latter is the net-operating loss carry­
over. In the 1920’s taxpayers were per­
mitted to deduct a net loss of one year 
from the net income of the succeeding 
year and any part of the loss not so 
used in the succeeding year could then 
be deducted from the net income of the 
second succeeding year. The principle 
of this two-year carry-over of losses has 
been incorporated in the 1939 act. A 
net-operating loss sustained in 1939 
may be applied against the net income 
earned in 1940 and 1941. Thus, if the 
loss in 1939 were $1,000 and the net 
income in 1940 were $600, the taxpayer 
would pay no tax in 1940. If the 1941 
income were also $600 it would pay for 
that year a tax upon only $200. Only 
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net operating losses incurred in the tax­
able year 1939 and thereafter may be 
carried forward.
The theory of this provision is that 
no net operating loss deduction should 
be allowed unless the loss actually arose 
from operations and unless the tax­
payer actually sustained a real eco­
nomic loss. In accordance with this 
principle, net income is computed for 
the purpose of ascertaining the amount 
of the loss and the amount of the deduc­
tion by adding certain items which are 
ordinarily untaxed and by not sub­
tracting certain items which are ordi­
narily allowed as deductions but which 
do not reflect a true economic loss. 
Thus tax-exempt interest and 100 per 
cent of intercorporate dividends are 
taken into account. The excess of dis­
covery or percentage depletion over 
actual depletion may not be deducted. 
Capital losses may only be deducted to 
the extent of capital gains. In the case 
of individuals, deductions not attribu­
table to the operation of a trade or 
business regularly carried on are al­
lowed only to the extent of income not 
derived from such trade or business, 
and capital gains and losses are to be 
computed without reference to the per­
centage provisions of section 117.
The former limitation upon the al­
lowance as a deduction of capital losses 
sustained by corporations has been re­
moved. Under the former law, a corpo­
ration which in each of two years had 
$100,000 of operating income, but 
which in the second year also had a 
$100,000 capital loss, would pay prac­
tically no less tax the second year than 
it had the first. In the taxable year 1940 
and thereafter, corporate capital losses 
are to be segregated into long- and 
short-term, just as in the case of capital 
gains and losses sustained by individ­
uals. Long-term losses, those upon 
capital assets held for more than eight­
een months, will be deductible in full. 
Short-term losses will be deductible 
only to the extent of short-term gains 
but any excess of short-term losses 
over short-term gains may be carried 
forward and applied against the short­
term gains of the succeeding taxable 
year.
A provision of the act of particular 
interest to accountants is that dealing 
with inventories. As you know, section 
22 (c) has always given the Com­
missioner authority, whenever neces­
sary in order clearly to determine 
income, to prescribe the taking of in­
ventories upon such basis as most 
nearly conforms to the best accounting 
practice in the trade or business, and 
most clearly reflects income. In general, 
the Commissioner has prescribed the 
so-called first-in first-out method with 
respect to most industries, although 
some industries, such as tobacco, have 
been permitted the averaging method. 
Because of the fifteen-year-old decision 
of the Supreme Court, in the Kansas 
City Structural Steel case, the so-called 
last-in first-out method was not deemed 
most clearly to reflect income as this 
test was interpreted by the Court. The 
1938 act inserted a new subsection 22 
(d) expressly permitting a limited use 
of the last-in first-out method in a very 
few industries, such as the smelting or 
refining of nonferrous metals and in the 
tanning of hides or skins. Many difficul­
ties were experienced with this section 
and a re-examination of the whole ques­
tion was made by Congress at its last 
session. It was found that in industries 
which had a relatively high investment 
in inventory and whose raw materials 
are subject to wide market fluctuations, 
the first-in first-out method resulted in 
unduly exaggerating income in periods 
of rising prices and in correspondingly 
understating income in periods of fall­
ing prices. The last-in first-out method, 
bearing a much closer relation to cur­
rent prices of raw materials, tends more 
nearly to reflect true income in each 
year of the business cycle, does not 
throw all of the income into a boom 
year, and over the entire period of the 
260
Revenue Revision
business cycle arrives at the same ag­
gregate result as does the first-in first­
out method.
Section 22 (d) has therefore been 
entirely rewritten. Any taxpayer may, 
at his election, use the last-in first-out 
method, but in using such method for 
tax purposes he must inventory goods at 
cost rather than at cost or market. He 
must also specify in an application to 
use the method filed with the Commis­
sioner, the particular goods or classes 
of goods to which he wishes the method 
to apply, and he must satisfy the Com­
missioner that he is consistently using 
the last-in first-out method with re­
spect to such goods in inventorying for 
purposes of reports to shareholders and 
other proprietors and for the purposes 
of securing credit. Use of cost rather 
than cost or market is not necessary, 
however, in such reports.
Provisions are necessary governing 
the change to the method and any 
deviation the taxpayer might wish 
to make from the method. Since inven­
tories are to be taken at cost, the closing 
inventory for the year preceding the 
first use of the method must also be 
taken at cost. The cost of the goods in­
cluded in the opening inventory of the 
first year in which the method is to be 
used must be ascertained by the aver­
aging method. In general, the election 
is expected to be irrevocable since it 
would not do to permit the taxpayer 
to use the last-in first-out method in a 
year of rising prices in which such 
method would be to his advantage and 
then in a later year of falling prices 
to allow him to switch to the more 
advantageous first-in first-out method. 
Therefore, once the method is used, 
any change may only be made with the 
approval of the Commissioner. How­
ever, if the Commissioner determines 
that the taxpayer has ceased consist­
ently to employ the method in reports 
to stockholders and for credit purposes, 
it is within his discretion either to 
compel the taxpayer to use a different 
method or to continue using last-in 
first-out. It is hoped that this new 
section 22 (d) of the Internal Revenue 
Code, applicable to the taxable year 
1939 and thereafter, will prove of great 
benefit to those industries the income 
of which is subject to wide fluctuations 
because of instability in the prices of 
raw materials.
Another provision in this second 
category relates not to the income tax, 
but to the capital-stock and excess­
profits taxes. The capital-stock tax is a 
levy of $1 upon every $1,000 of declared 
capital-stock value. In order to insure 
that corporations will not understate 
the value of their capital stock an ex- 
cess-profits tax is also imposed. This 
consists of a levy of 6 per cent upon the 
portion of corporate net income which 
is above 10 and less than 15 per cent of 
the declared capital-stock value and a 
levy of 12 per cent upon the portion of 
net income which is more than 15 per 
cent of such value. The real purpose of 
the excess-profits tax is not to raise 
revenue but to protect the revenue­
raising potentialities of the capital­
stock tax. Nevertheless, inasmuch as a 
redeclaration of capital-stock value has 
only been permitted every three years, 
corporations which were not able to 
predict future earnings with some fair 
degree of accuracy have often found 
themselves subject to high excess-profits 
tax liability if their guess was too low. 
In order to remedy this situation, the 
1939 act permits a redeclaration of 
capital-stock value in 1939 and in 1940, 
but such redeclaration may only be up­
wards. Ample relief is thus given from 
the excess-profits tax while insuring that 
no revenue will be lost under the capi­
tal-stock tax. This provision should be 
of great benefit to corporations which 
have in the past been compelled to 
make wild guesses as to future earnings.
A problem somewhat related to that 
of fluctuating earnings is the problem 
of the proper income-tax treatment of 
the debt-ridden corporation. As many 
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of you know, when a corporation buys 
back its own bonds in the market at 
less than their face value the difference 
between the purchase price and the face 
value of the obligation has been held by 
the Supreme Court to constitute in­
come and it has heretofore been taxed 
as such. Similarly, when a creditor of a 
corporation consents to the cancella­
tion or reduction of the debt owing to 
him, the amount of such cancellation 
or reduction legally constitutes income, 
at least to the extent that after the 
cancellation the debtor corporation is 
solvent. This feature of the tax law 
seems to have caused undue hardship 
in the case of many enterprises which, 
although not insolvent, are in an un­
sound financial condition. Corporations 
burdened with an excessive amount of 
funded debt and with high interest 
charges have been unable to scale down 
their indebtedness because this pro­
cedure would result in an immediate 
imposition of such a heavy tax that any 
advantage secured by reducing the in­
debtedness outstanding might be almost 
completely offset by the payment of a 
heavy income tax-liability. Congress 
had already recognized the situation in 
nonrevenue legislation. The Chandler 
act, passed in 1938, provided that where 
the indebtedness of a corporation being 
reorganized under section 77 (b) of the 
bankruptcy act was reduced, such re­
duction should not result in taxable in­
come but that the amount of the re­
duction should be deducted from the 
basis of all the debtor’s assets. Some 
difficulty has been experienced with the 
rigid application of this basis provision, 
particularly since in many cases it may 
necessitate a revaluation by the Bureau 
of all the corporation’s property, in­
cluding many items to which the in­
debtedness was in no wise related. The 
act passed during the last session of 
Congress which facilitates reorganiza­
tion of railroad capital structures, 
likewise contains a provision that no 
income realized by cancellation of 
indebtedness shall be taxable. No pro­
vision is made for reduction of basis on 
account of the cancellation.
In drafting the 1939 act, Congress 
felt that authority should be given to 
the Commissioner to reduce basis in 
cases in which income arising from 
cancellation of indebtedness is not 
taxed, particularly where the indebted­
ness canceled was clearly a part of the 
cost of particular assets of the debtor, 
as in the case of a purchase money 
mortgage.
Section 215 of the 1939 act provides 
that any income arising from the dis­
charge of indebtedness of a corporate 
taxpayer shall be excluded from gross 
income if it is established to the satis­
faction of the Commissioner or certified 
to him by any federal lending or regula­
tory agency that the taxpayer is in an 
unsound financial condition. In such a 
case there shall also be excluded from 
gross income the amount of any un­
amortized premium existing with re­
spect to the indebtedness, and any 
unamortized discount will not be al­
lowed as a deduction. The net amount 
so excluded from gross income is to be 
applicable in reduction of the basis of 
any property held by the taxpayer 
during any portion of the year in which 
the discharge occurred. The amount of 
the reduction and its allocation between 
specific assets of the taxpayer shall be 
determined under regulations prescribed 
by the Commissioner, and the taxpayer 
at the time of filing its return must file 
its consent to such regulations.
The third category of important new 
provisions relates to the clarification, 
both retroactive and prospective, of 
certain long-standing interpretations 
of law which were relied upon by Gov­
ernment and taxpayer alike, but upon 
which doubt had been cast by Supreme 
Court decisions.
The first of these concerns the tax 
treatment of assumptions of liabilities 
and the transfer of property subject to 
liabilities in corporate reorganization 
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cases. In cases in which assets were 
transferred to a corporation in exchange 
for stock and the assumption of the 
transferor’s liabilities, it had been the 
almost uniformly consistent practice 
of the Bureau not to treat the assump­
tion as resulting in gain to be recognized 
to the transferor under the provisions 
of section 112. The now famous Hendler 
case, decided by the Supreme Court 
in 1938, cast considerable doubt upon 
this procedure. On the facts of that case 
the Court held that the assumption and 
payment of the transferor’s funded 
debt by the transferee was essentially 
equivalent to receipt by the transferor 
of cash with which to discharge its own 
debt, and that therefore the assumption 
was “boot” constituting a measure of 
the gain to be recognized under section 
112 (d).
It is the avowed purpose of the so- 
called reorganization sections of the 
revenue act to postpone the imposition 
of tax upon normal corporate reorgan­
izations in order that such necessary 
business transfers shall not be unduly 
hampered by large tax liabilities. As 
you all know, it is not only common 
practice but essential practice for a 
corporation which is transferring all its 
assets to another corporation to trans­
fer along with those assets the liabilities 
attaching to those assets. If such trans­
fers are to result in recognized gain, al­
most no corporate reorganizations can 
be effected tax free, and the whole pur­
pose of the reorganization sections will 
be defeated. Inasmuch as thousands 
of such transactions have been con­
summated in the past, upon the theory 
that no gain was to be recognized, many 
corporations were faced with the re­
opening of their returns and the impo­
sition of large tax liabilities. It was even 
doubtful whether many of the cases in­
volved could properly have been held 
to be reorganizations at all. One of the 
statutory forms of reorganization is the 
acquisition by one corporation, in ex­
change solely for all or a part of its 
voting stock, of substantially all the 
property of another corporation. Ob­
viously, if an assumption of liabilities 
is not to be disregarded, a transfer in­
volving such an assumption is not 
solely for voting stock. Taxpayers who 
had used this form of reorganization 
were therefore faced with the possi­
bility that not only would gain be 
recognized to the extent of the amount 
of the assumption, but that the trans­
action would be outside the scope of 
section 112 entirely and therefore that 
the entire amount of the gain would be 
recognized and taxable. The Govern­
ment also stood to lose much revenue. 
Section 113 provides that the basis of 
the stock in the transferor’s hands and 
of the assets in the transferee’s hands is 
to be increased “in the amount of gain 
. . . that was recognized upon such 
exchange under the law applicable to 
the year in which the exchange was 
made.” Taxpayers were therefore claim­
ing that under the law applicable to the 
year of the exchange, as interpreted by 
the Supreme Court, gain in the amount 
of assumption should have been recog­
nized and that therefore they were 
entitled to a stepped-up basis. This view 
was shared by the courts. Thus the 
Government was faced with having to 
grant a stepped-up basis in thousands 
of cases without ever having received 
a compensating tax from the transferor 
on account of the assumption.
Section 213 of the 1939 act attempts 
to deal comprehensively with this very 
complicated set of problems. It provides 
that, in an exchange involving the 
assumption of a liability or the transfer 
of property subject to a liability, if 
such exchange is otherwise within the 
reorganization provisions, the assump­
tion or acquisition shall not result in 
recognized gain to the transferor. 
Safeguards are afforded for the protec­
tion of the revenue. The receipt of cash 
in these transactions still results in the 
recognition of gain to the extent of the 
cash received. Obviously, it would be 
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possible for a transferor which had 
ample cash to meet a matured obliga­
tion to incur a bank loan, and have such 
loan assumed by the transferee corpora­
tion solely in order to prevent any re­
ceipt of cash on the exchange. The law 
therefore provides that if, taking into 
consideration the nature of the liability 
and the circumstances in the light of 
which the arrangement for the assump­
tion or acquisition was made, it appears 
that the principal purpose of the tax­
payer with respect to the assumption 
or acquisition was one of tax avoidance, 
the assumption or acquisition is to be 
considered as money received and there­
fore as resulting in recognized gain. In 
any proceeding at law in which the ex­
istence of a tax-avoiding purpose is in 
issue, the burden of showing the absence 
of such purpose can only be met by the 
taxpayer if sustained by the clear pre­
ponderance of the evidence.
Section 213 also amends the definition 
of a reorganization with respect to the 
acquisition by one corporation in ex­
change solely for a whole or a part of 
the voting stock of substantially all 
the properties of another corporation. 
It provides that in determining whether 
the exchange is solely for voting stock 
the assumption of a liability or the 
acquisition of property subject to a 
liability shall be disregarded. The pro­
visions of law with respect to the basis 
of the stock received by the transferor 
are amended to provide that such 
basis is to be reduced by the amount 
of the liability assumed.
Provisions essentially similar to those 
which I have just described are made 
applicable to all prior taxable years 
beginning with 1924. The one exception 
is that there is no tax-avoidance test 
governing whether an assumption is to 
be considered taxable “boot.” Assump­
tions in past years are to be regarded 
as money received only if they were so 
regarded as a result of a final Court 
decision or a closing agreement. Section 
213 thus confirms the practice of the 
Bureau and taxpayer, facilitates cor­
porate reorganizations in the future, 
prevents the reopening of returns not 
barred by the statute of limitations, 
and insures the Government that its 
interests will be protected by proper 
basis provisions.
A similar confusion has existed for 
some years with respect to the proper 
basis to be assigned to stock dividends 
and stock rights. Prior to 1936 it was 
the general understanding of all tax 
practitioners in and out of the Govern­
ment that no stock dividend could con­
stitutionally be taxed as a dividend 
upon its receipt. Based upon this under­
standing it was also thought that upon 
a later sale of either the old stock or the 
dividend stock received, the basis of 
the old stock was to be allocated be­
tween the old and the new according to 
their respective fair market values at 
the time of the distribution of the new 
stock. This was the consistent practice 
followed by all taxpayers since 1920 
and it had not been questioned by the 
Government. Indeed, Treasury regu­
lations expressly prescribed it. However, 
the cases of Koshland v. Helvering and 
Helvering v. Gowran, decided in 1936 and 
1937, respectively, expressly disapproved 
of this practice. The Court held that 
only those stock dividends which did 
not give the distributees an interest 
different from that which they had 
before and which did not effect a change 
in the proportionate interest of the 
stockholders were constitutionally im­
mune from taxation. It therefore fol­
lowed, according to the Court, that 
upon a sale of the old stock no part of 
its basis should be allocated to the new 
stock and the taxpayer was entitled to 
a full cost basis with respect to such old 
stock. Furthermore, upon a sale of the 
new stock it had to take a zero basis 
since it had cost the taxpayer nothing.
Congress took cognizance of these 
cases in the 1936 act by providing that 
all stock dividends were to be taxed 
as such upon receipt except such as 
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were constitutionally immune. It did 
not at that time, however, deal with the 
complete confusion into which these 
Court decisions threw the basis pro­
visions. Suppose that in 1932 a tax­
payer had received a stock dividend 
and had then sold his old stock. In 
accordance with the then established 
practice he assigned to it an allocated 
basis. In 1939 he sells his new stock and 
finds himself compelled by the Court 
decisions to take a zero basis. The result 
is that a large part of his cost will not 
have been recovered tax free. Con­
versely, if he had sold his new stock in 
1932, using an allocated basis, and in 
1939 sells his old stock, he would be 
entitled to a full basis on the old stock 
and would thus recover considerably 
more than his cost tax free. The varia­
tions upon these basic situations are 
infinite and nearly all result in gross 
inequity either to the taxpayer or to 
the Government.
Section 214 of the 1939 act deals 
comprehensively with this problem. It 
provides for the old and consistently 
followed rule of allocation in the case of 
any stock dividends or stock rights 
distributed before 1936 and for all con­
stitutionally exempt stock dividends 
and stock rights distributed after 1935. 
This rule of allocation is to apply to 
all taxable years, past, present, and 
future. The rule is, however, subject to 
certain exceptions designed to safeguard 
the interests of Government and tax­
payer in cases in which a sale occurred 
in a past year and the basis of the stock 
was irrevocably determined by a rule 
other than allocation. Thus, where 
stock rights were sold before the cur­
rent taxable year and, in accordance 
with the option provided by the regula­
tions, the taxpayer reported the entire 
proceeds of the sale as income, he will 
be entitled to a full cost basis upon a 
later sale of his old stock, but no part 
of the proceeds of the sale of the rights 
shall ever be excluded from the gross 
income of the year of their sale. Simi­
larly, in the few cases in which tax­
payers reported the receipt of stock 
dividends or rights as dividends in 
gross income of the year of receipt the 
old stock will take a full cost basis and 
the amount included as a dividend shall 
never be excluded. The same rule ap­
plies with respect to cases determined 
by Court or Board decisions or by 
closing agreement on other than an 
allocated basis. It is also to be noted 
that the option to include the entire 
proceeds of the sale of rights as income 
in the year of sale will not be available 
after 1938.
The provisions of law with respect to 
tacking of holding periods in the case 
of stock dividends have also been 
clarified. Section 214 provides that, if 
the basis of the stock or rights is deter­
mined by allocation, there shall be 
tacked to the holding period of such 
stock or rights the period during which 
the taxpayer held the stock upon which 
such stock dividend or stock rights were 
distributed.
It is my belief that the provisions of 
law which I have outlined will go far 
towards correcting some of the more 
glaring faults in the revenue structure. 
The Treasury Department is at present 
engaged in an extensive study to ascer­
tain what other improvements should 
be made. The Under Secretary has 
earnestly solicited the cooperation of 
taxpayers in giving the Department 
the benefits of their ideas and experi­
ence. Leaders of industrial, labor, and 
professional organizations have been 
expressly invited to present their views 
at private hearings in the Department 
with a view to eventual presentation of 
suggestions before the ways and means 
committee of the House of Representa­
tives. An invitation has been extended 
to the American Institute of Account­
ants, and the Department is looking 
forward with great interest to the 
opportunity of hearing such suggestions 
as this organization may wish to 
present.
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I have been particularly requested 
this morning to say something about 
the decentralization of the Bureau of 
Internal Revenue, to clarify some of 
the misconceptions which are current 
concerning the purposes and results of 
this plan. Since March, 1938, perma­
nent branches of the Bureau have been 
set up in thirty-eight important cities 
of the country. These thirty-eight of­
fices are grouped into ten geographical 
divisions which cover the Continental 
United States and the Territories of 
Alaska and Hawaii.
Of course there have always been 
field offices in which the preliminary 
stages of examination of returns has 
taken place. Where an internal revenue 
agent has discovered a discrepancy in 
the taxpayer’s return, preliminary ac­
tion has always taken place in the field. 
As a matter of fact, the overwhelming 
majority of all returns were, during the 
past decade or more, settled in the field. 
Approximately seven million income- 
and estate-tax returns are filed annu­
ally. After preliminary examination by 
internal-revenue agents only about 
30,000 of these returns involved defini­
tive protest by taxpayers of adjust­
ments proposed. Thus, less than one- 
half of one per cent of all tax cases 
involved any real dispute, and it is 
only with respect to these cases that 
there has in the past been a centralized 
administration for collection.
The decentralization machinery of 
the Bureau involves the establishment 
in each of the thirty-eight cities of a 
complete staff authorized to make final 
decisions on behalf of the Commissioner 
in all income-, estate-, and gift-tax 
cases except those involving the ques­
tion of criminal prosecution. Taxpay­
ers, their accountants and attorneys, 
will thus be saved considerable nui­
sance, delay, and expense. A taxpayer 
living in San Francisco whose tax 
liability is in dispute will no longer find 
it necessary, in order to arrive at a 
settlement, to make constant trips to 
Washington, bringing all of his books 
and records with him. Furthermore, the 
delay incident to the former procedure, 
whereby an unwieldy number of differ­
ent divisions of the Bureau might 
separately consider his case, will be 
completely obviated. Many of you are 
familiar with the former procedure 
whereby an income-tax case might 
successively reach the hands of the 
audit division, the review division, the 
special-adjustment division, the en- 
gineering-and-valuation division, the 
conference division, the technical staff 
and, all too often, the appeals division. 
Each member of the Bureau staff, in­
cluding the heads of these divisions, 
was a potential source of getting justice 
in a particular case. Thus, men whose 
functions were supposed to be largely 
supervisory were compelled to devote 
most of their time to the consideration 
of individual cases. While the activities 
of the various divisions of the Bureau 
were coordinated, yet there was little 
opportunity for the heads of those 
divisions to work out methods whereby 
the consideration and final closing of 
cases could be expedited. The tempo 
of disposition of all cases was something 
left largely to chance. This multiple 
division of authority in the examination 
of tax cases has been eliminated under 
the decentralization plan. If the tax­
payer protests the adjustments pro­
posed by the internal-revenue agent in 
charge, he is referred to the local office 
of the technical staff and all subsequent 
conferences are with members of the 
technical staff. Even after a petition is 
filed with the Board of Tax Appeals, 
any subsequent negotiations looking 
toward a settlement are carried on 
with the local staff office. After such 
petition is filed, however, an agreed 
basis of settlement worked out with the 
staff requires the concurrence of divi­
sion counsel.
Since authority is no longer divided 
among so many separate agencies, 
cases may be disposed of much more 
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expeditiously. Taxpayers acting in good 
faith will no longer suffer the irritation 
of delay caused by their cases being 
shunted from one part of the organiza­
tion to another. The Bureau, on the 
other hand, will no longer be harassed 
by the actions of some taxpayers in 
deliberately seeking postponement of 
final settlement by shopping around 
between the different divisions of the 
Bureau or the legal office to find which 
place is disposed to make the most 
favorable settlement.
It is hoped that very soon a case will 
be finally closed in the field before the 
end of the fiscal year following that in 
which the return is filed. The internal­
revenue agent in charge will be expected 
to dispose of a protested case within 
120 days on the average from the date 
of the 30-day letter or, in other words, 
within 90 days from the date of protest. 
After the case is in the hands of the 
technical staff that office should con­
clude its disposition of the case on the 
average within 90 days. If the taxpayer 
determines to file a petition to the 
Board of Tax Appeals, activity from 
then on will depend largely, if not 
entirely, upon the Board. It is earnestly 
to be hoped that the Board will inaugu­
rate a procedure of setting regular 
calendars in cities in which are located 
the various local offices of the staff field 
divisions, instead of the all too frequent 
haphazard piling up of cases which has 
occurred in the past. Thus, for example, 
the Board might sit in New York for 
two weeks each month. There might be 
a regular two-weeks calendar every 
other month in Chicago, every four 
months in Philadelphia, and every six 
months in other cities. Under such an 
arrangement it is hoped that a taxpay­
er’s petition would ordinarily be set for 
trial at the next regular Board calendar.
While this schedule which I have out­
lined would be one to be followed wher­
ever practicable, it need not be a hard 
and fast rule of procedure. The 120-day, 
plus 90-day period for conference, 
totaling approximately seven months, 
should prove ample in most instances. 
Speedy review would be facilitated 
without depriving the taxpayer of any 
consideration and any opportunity to 
present his case to which he is reason­
ably entitled. It is a cardinal rule of the 
staff conference policy that any head 
of division or technical adviser in charge 
reviewing a recommendation in the 
taxpayer’s favor prepared by the con­
feree who heard the case, shall grant the 
taxpayer or his representative a per­
sonal interview before rejecting the 
recommendation. However, the case 
would naturally not be closed within 
this period if the taxpayer were abroad 
or ill, or had any other reasonable cause 
for postponement.
This schedule has not yet gone into 
full operation because of the fact that 
at the time decentralization went into 
effect there was a tremendous backlog 
of cases to be disposed of. Every effort 
is being made to catch up quickly in 
order that in each future year the 
Bureau will only have to consider one 
year’s cases. At the same time the 
Board of Tax Appeals has been ear­
nestly endeavoring to reduce the ac­
cumulation of dockets pending before 
it. Approximately 800 to 1,000 petitions 
are filed annually from New York. The 
New York office of the staff started out 
two or three years behind, there being 
an accumulation from that area of 
more than 2,000 dockets. Considerable 
progress has already been made, the 
pending docket as of August 31, 1939, 
exclusive of cases already submitted to 
the Board, having been reduced to 
1,200 dockets.
Obviously, the fulfillment of this 
program will require management. This 
is the function of those members of the 
Bureau who remain in Washington to 
exercise general supervision over the 
administrative mechanism. Since these 
men will not have to spend their time 
seeing individual taxpayers, because no 
individual taxpayer can get to them in 
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Washington on the detailed merits of 
his case, they will have full opportunity 
to exercise their supervisory functions 
with a maximum of efficiency.
The results of decentralization have 
so far been more than satisfactory. The 
new system has been favorably com­
mented upon by both taxpayers and 
tax practitioners. Certain doubts have, 
however, been expressed in some quar­
ters as to the wisdom of decentraliza­
tion. I should like to take up some of 
these objections and attempt to answer 
them.
It has been asserted that the Bureau 
does not at present have a personnel 
large enough and experienced enough to 
administer the system adequately. As a 
matter of fact, no more men are needed 
under a decentralized administration 
than under an administration central­
ized in Washington. This is particularly 
true inasmuch as the procedure which 
I have described limits much of the 
former repetitious consideration of the 
same matter by different divisions of 
the Bureau. The men who have been 
assigned to field offices are among the 
most experienced and among those 
with the most excellent records. They 
are the same men who would be in po­
sitions of authority were the entire 
Bureau to remain centralized in Wash­
ington.
It has also been asserted that it will 
henceforth be impossible to secure that 
uniformity in Bureau rulings which is 
essential to equitable tax administra­
tion. According to this argument, what 
with ten separate geographical divi­
sions arriving at decisions independ­
ently of one another and without any 
central authority to conduct a final 
review before the closing of a case, tax­
payers with identical cases living in 
different parts of the country might 
have their cases determined very differ­
ently.
Naturally, it will be impossible to 
secure uniform consistency in 100 per 
cent of returns filed, but it should be 
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borne in mind that such consistency 
was never achieved even under the old 
system. Cases were formerly subject to 
the decisions of at least five separate 
audit-review divisions and a number of 
appellate agencies. One of these ap­
pellate agencies alone was subdivided 
into twelve groups, each with a senior 
technical adviser in charge. There were 
from 800 to 1,000 different men who 
considered these cases. All cases never 
went through the same channels and 
the same hands. Uniformity was se­
cured only by setting up standards and 
yardsticks of general application to be 
followed wherever possible. This same 
method is being followed today and 
there does not appear to me to be any 
more difficulty in securing uniformity 
in decisions between the same men in 
thirty-eight different cities than there 
was in securing uniformity in many 
times thirty-eight different rooms. Fur­
thermore, as a new step towards uni­
formity, all significant Bureau rulings 
are being circulated in the field as a 
routine matter. All cases closed in the 
field will be subjected to what is known 
as “post review.” This does not mean 
that a ruling which departs from Bureau 
standards will be disturbed; it merely 
means that such departure will be 
called to the attention of the field office 
responsible in order that the Bureau 
position will be clarified for the future. 
Of course, where fraud or deliberate 
misrepresentation of the facts appears, 
the case may be reopened, but in all 
other situations, except those refund 
cases which must be passed upon by the 
joint Congressional committee, and 
cases involving criminal prosecution, 
the determination of the field office is 
final.
Another objection which has been 
made to the system of decentralization 
is that the personnel in the field will be 
so anxious not to make mistakes for 
which they might be called to account 
in Washington that they will be less 
disposed to settle cases by compromise, 
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and that therefore litigation will in­
crease. The facts do not bear out this 
contention. Fewer petitions were filed 
before the Board in fiscal 1939 than 
have been filed for very many previous 
years. In the last three months con­
siderably fewer petitions have been 
filed than in the corresponding period 
last year. The personnel of the various 
field offices consists of the same men 
who would be authorized to compromise 
cases in Washington, so that a feeling of 
final responsibility is not foreign to 
them. It is significant that some of the 
same taxpayers who are now complain­
ing of a possible lack of responsibility 
in the field are often the same taxpayers 
who used urgently to demand that 
cases be settled in the field where the 
member of the technical staff or general 
counsel’s office would be able to act 
upon his own initiative unhampered 
by red tape and technicalities.
Finally, the most important and 
widespread objection which has been 
raised to the idea of decentralization is 
that the men in the field will be subject 
to pressure from local politicians to 
exercise favoritism in their determina­
tions. It is also asserted that local 
political leaders will demand a voice in 
the appointments made to field staff’s. 
The organization of the field offices 
has been designed with a particular view 
to forestalling either of these possi­
bilities. No member of a regional office 
is under obligation to local politicians. 
A man who votes in Chicago, or who 
has his residence in Chicago, or who 
has close family or business connections 
in Chicago, will not be made head of the 
Chicago office. Political leaders, with­
out exception, who have sought to be 
consulted in appointments made to 
offices in their constituencies have with­
drawn the request when it was explained 
to them that appointments would be 
made from outside their constituencies 
and that a similar rule would apply to 
offices established in the constituencies 
of others.
I can state categorically that no 
appointment has been determined by 
political considerations and that no 
taxpayer has yet benefited by the at­
tempted exercise of political pressure. 
As an added safeguard all appointments 
of technical staff employees must, by 
law, be made from Civil Service lists.
It is worthy of note that any attempt 
by a taxpayer to secure an advantage by 
bribery, intimidation, or political pres­
sure, may well be most difficult, purely 
as a matter of mechanics, under the new 
system. Formerly, if the taxpayer se­
cured an unfavorable determination by 
one division of the Bureau he could 
often have his case considered by some 
other division acting independently. 
Under the new system, after an un­
favorable determination by a member of 
the technical staff, all further confer­
ences must be held with the same mem­
ber of the technical staff present, even 
though another staff conferee may be in 
charge of the conference. In other 
words, even after the case is in the 
hands of the appeals division for trial or 
preparation for trial the appeals division 
man cannot close the case on his sole 
responsibility. Correspondingly, once a 
petition to the Board has been filed no 
binding agreement can be reached with 
the head of the staff division with­
out the concurrence of the division 
counsel.
Decentralization thus has many posi­
tive advantages essential to good tax 
administration. The final closing of 
cases will be expedited. It is hoped that 
cases will no longer hang fire for an in­
definite period of time and that taxpay­
ers will know the final position of the 
Bureau much more quickly. The incon­
venience of repeated trips to Washing­
ton will be eliminated. Taxpayers 
endeavoring to secure an unfair ad­
vantage by deliberate tactics of delay 
or by repeated consideration of their 
cases by different Bureau agencies will 
no longer be able to do so. Only the man 
familiar with the case will henceforth 
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handle it, thus making for more com­
petent and intelligent determinations.
I sincerely hope that this system will 
secure the commendation of taxpayers 
and tax practitioners. It is a most im­
portant step in the direction of achiev­
ing speedy determinations under our 
revenue laws without depriving tax­
payers of their right to full and ade­
quate consideration of their cases. As 
such, it should go far towards removing 
much of the nuisance and irritation 
attendant upon the collection of taxes 
from seven million taxpayers.
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By William l. Ashbaugh
T
he general subject for this session 
is “New Tax Legislation and 
Administration.” My work for 
taxpayers has often put me in touch with 
attorneys, as many tax cases are handled 
jointly with counsel for the taxpayer. 
I have generally found that attorneys as 
well as accountants are interested in 
avoiding litigation and cooperating with 
the bureau officials in an endeavor to 
effect equitable settlements.
As an accountant, I may serve a 
useful purpose in leading a discussion 
on administrative angles from the tax­
payers’ representatives’ point of view. 
Mr. Cooper has mentioned that this is 
a tax clinic, and I hope our remarks 
will invite your cooperation in discussing 
some of your experiences under decen­
tralization.
Many of us are imbued with the 
theory that “there is nothing new 
under the sun.” While decentralization 
of the Bureau of Internal Revenue has 
been attempted before, present activity 
in that direction seems to me to have 
great possibilities of success if con­
ducted on a coordinated basis and with 
the cooperation of taxpayers and their 
representatives with Department officials.
The principal advantages claimed for 
decentralization are that it should—
1. Avoid unnecessary traveling to 
Washington by taxpayers and their 
representatives to handle settlements 
of issues which are not readily dis­
posed of by the revenue agent when 
making his examination and
2. Result in cases being either settled or 
carried to the Board of Tax Appeals 
with much less delay than formerly.
In the short period that decentraliza­
tion has been in effect I have seen some 
very practical examples of its advan­
tages. As a typical example, there was 
the case of an elderly individual tax­
payer who is a corporate official. One 
of the corporations, of which he is the 
chief officer, provides an apartment in 
the office building which is used prima­
rily as a lunch room for entertaining 
clients and other business associates. 
Some years ago a revenue agent as­
sumed that, since the furniture was 
owned by the individual who also paid 
for the maid and food, the individual 
should be charged with income equiva­
lent to the rent which he might have 
been required to pay if he had rented 
the apartment for his own personal use. 
When the facts were explained to him 
he receded from his contention. There­
fore the issue was not raised in that 
revenue agent’s report. Within the 
past year another agent raised the same 
question; he insisted upon including an 
adjustment in his report on the ex­
amination of the individual’s return. A 
protest was filed. The conferee was not 
inclined to reverse the revenue agent 
and proposed to issue a deficiency letter. 
He, however, suggested that the matter 
might be discussed with a representa­
tive of the technical staff who was in the 
same building. The technical staff repre­
sentative was called in and the con­
feree explained the case to him in the 
taxpayer’s presence. The reaction of 
the representative of the technical staff 
was surprise that the individual had 
not claimed a deduction for the com­
pensation paid the maid and the cost 
of the food supplied for lunches for the 
benefit of the company. He immediately 
suggested that if the taxpayer was will­
ing to waive the deduction for these 
items, which the taxpayer had repeat­
edly decided not to claim when filing 
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his returns and again when filing the 
protest, the conferee should reverse the 
agent and settle the case. This was done 
without delay.
I have had a number of similar 
experiences which lead me to believe 
that so long as the officials in charge of 
the divisions are allowed to retain the 
authority which necessarily goes with 
their responsibilities, they should and 
will be able to aid taxpayers and their 
representatives in expeditiously settling 
cases by negotiation, thus avoiding 
unwarranted delay and litigation.
While theory is an essential, practical 
experience should and does modify 
original theories. One of the best texts 
on theory which I have ever seen is 
“Let the searchlight of practice illu­
minate the dark places of theory.” The 
Bureau of Internal Revenue has fol­
lowed this theory in distributing to the 
various divisions as key men those who 
have had many years of practical 
experience in handling cases when they 
were centralized in Washington.
Coordination
There are those who believe that 
without centralization there cannot be 
effective coordination. I am thoroughly 
convinced that without cooperation 
either centralization or decentralization 
will lead to chaos. I also believe that 
taxpayers and their representatives are 
entitled to expect coordination as one 
of the necessary functions of the Bureau 
contributing to cooperation in effectively 
handling cases in decentralized divi­
sions. Drawing again from personal 
experience, I might mention another 
case.
A corporation, the transferee of two 
dissolved subsidiaries, had filed protests 
for itself and its dissolved subsidiaries. 
The conference related to two years for 
all three corporations. The division 
bureau representative insisted that an 
executed original power of attorney was 
required to be filed with each case for 
each year, thus insisting upon six 
executed powers of attorney. He stated 
this was the practice established by his 
superiors in that division. While I could 
not see the necessity for such duplica­
tion of powers of attorney, necessarily 
involving additional notary fees and 
other expenses, I suggested to the client 
that they be furnished. Eventually, 
power of attorney files should and no 
doubt will be established which will 
cause taxpayers not to be irritated by 
such a trivial requirement.
There are more than sixty collectors 
of internal revenue, approximately forty 
offices of internal revenue agents in 
charge, and only ten divisions of the 
technical staff of the Bureau of Internal 
Revenue. Taxpayers residing less than 
fifty miles north of New York City are 
required to file tax returns with the 
collector of internal revenue at Albany, 
although it may be twice as far to that 
collector’s office as to a collector’s office 
in New York City. These returns are 
then examined from the office of the 
internal revenue agent in charge at 
Buffalo, which may be ten times as far 
from the residence of the taxpayer as 
is the office in New York City. If any 
question is required to be considered by 
the technical staff, the branch in Buffalo 
would have jurisdiction. Such a condi­
tion might irritate taxpayers were it 
not for the fact that the New York 
division of the technical staff has appar­
ently made every effort to cooperate 
with the taxpayers to meet their con­
venience. Thus, in such a case, they 
have quite readily agreed to hold the 
conference in New York City. I under­
stand, however, that some of the divi­
sions have not yet taken this coopera­
tive attitude.
There are cases where cooperation by 
the taxpayer with the Bureau of In­
ternal Revenue divisional representa­
tives is practically impossible without 
coordination between divisions. Some 
may contend that the practice and 
procedure division in Washington can 
and will review all cases settled in the 
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division offices so as to coordinate cases 
involving the same issue in different 
divisions. In some instances this may 
result in reopening cases in one division 
after a different settlement has been 
made on similar issues in another divi­
sion. In other instances it may be too 
late to “lock the barn,” for the horse 
may already have been stolen.
I do not advocate reducing the au­
thority of the officials in charge of 
divisions, since the authority should be 
as great as the responsibility, and there 
can be no doubt as to the magnitude 
of the responsibility of the officials in 
charge of the ten divisions. I understand 
that where a ruling has been obtained 
to cover a particular point, even though 
the ruling may be so specific as not to 
warrant its general publication, copies 
are furnished to the divisions for their 
guidance. This should adequately take 
care of questions involving the portion 
of a distribution by a corporation which 
is out of earnings and profits and the 
portion which is to be treated as a 
return of capital; also of questions 
covering the taxability or nontaxability 
of reorganizations and similar issues. 
However, I doubt whether it will take 
care of all of the cases in which coordina­
tion seems desirable from the taxpayer’s 
point of view and for the protection of 
the Treasury. As an example, there may 
be numerous cases where taxpayers, 
coming under the jurisdiction of differ­
ent divisions, will have received, say, 
securities or other property, the value 
of which at the date of receipt is a 
material factor in determining the gross 
income of the recipients. In such cases 
it would seem advisable either to ar­
range for a transfer of all these cases to 
one division or, if the taxpayer’s con­
venience can be better served, dispose 
of that issue through a joint conference 
in Washington.
The Administration has advocated 
the elimination of unnecessary corpora­
tions and to some extent has assisted 
taxpayers by appropriate legislation to 
that end. Section 112 (b) (7) of the 
revenue act of 1938 was a specific 
example of such legislation. During 
recent years there has been a marked 
tendency by taxpayers to comply with 
the Administration’s desires in this 
regard. A number of corporations have 
been liquidated in recent years where 
it will be necessary to determine the 
value at the date of liquidation of 
the assets distributed to the sharehold­
ers. The shareholders in many cases are 
located in various parts of the United 
States, so that unless some coordinate 
procedure is established, it is likely 
that two or more divisions of the 
Bureau of Internal Revenue will arrive 
at entirely different conclusions as to 
the value of the assets distributed and 
the gain or loss realized by the share­
holders.
Section 53 (b) (2) of the internal 
revenue code requires that “returns of 
corporations shall be made to the col­
lector of the district in which is located 
the principal place of business or prin­
cipal office or agency of the corporation.” 
[Italics supplied.] Therefore technically 
wholly owned subsidiary companies are 
required by law to file their tax returns 
with the collector for their respective 
districts. To my knowledge, many 
corporations have filed returns for the 
parent and all of the subsidiaries in the 
collector’s office for the parent com­
pany’s district. While, in a technical 
sense, this might be said to be contrary 
to the requirement of the law, I know 
of no case where the Commissioner of 
Internal Revenue has objected. In some 
instances the Bureau representatives 
have indicated that they felt this 
afforded a more practical way of han­
dling tax cases than would have been 
the case if the returns had been filed 
in any number of different districts. 
Other taxpayers have felt that they 
should comply with the technical re­
quirements of section 53 and have, 
therefore, had each corporation file its 
return with the collector for its district.
273
Papers on Auditing Procedure
Revenue Act of 1939
New tax legislation does not neces­
sarily infer that the subject matter of 
the legislation is “new.” Some of the 
most important provisions of the reve­
nue act of 1939, which Mr. Tarleau has 
reviewed, cover subjects which have 
been contained in prior revenue acts, 
including the following:
1. A nongraduated corporation income- 
tax rate for corporations having net 
income of more than approximately 
$32,000 and the elimination of the 
undistributed-profits tax.
2. The right to carry forward net op­
erating losses.
3. The right of corporations to deduct 
long-term capital losses.
4. The exclusion from the denominator 
for the computation of the limitation 
of foreign-tax credit of that portion 
of dividends received from domestic 
corporations which is not subject to 
corporation normal income tax.
The provisions in respect to the deter­
mination of the basis for stock which 
was either received, or in respect to 
which stock dividends and rights have 
been issued since February 28, 1913, are 
merely including in the statute provi­
sions which under prior acts had been 
included in regulations of the commis­
sioner. The occasion for the legislation 
in this case was the Supreme Court’s 
decision in the Gowran and other cases.
The provisions in respect of the 
transfer of property subject to liabilities 
or upon transferees’ assumption of liabil­
ities (section 213 (f)) were occasioned 
by the Supreme Court’s decision in the 
Hendler case. This section of the revenue 
act of 1939 has since been amended by 
section 910 of the social-security-tax 
amendments of 1939. It seems that the 
latter was occasioned by the fact that 
after the passage of the revenue act of 
1939, a review of the cases disclosed the 
fact that, although the Hendler case 
could not be reopened because of the 
Supreme Court’s decision, there were 
no other cases, involving the same issue, 
which have not been kept open by 
appeal or otherwise. Therefore rather 
than have one taxpayer treated entirely 
different from all other taxpayers who 
had similar issues, it was decided that 
the revenue act of 1939 should be 
amended in order to accord Mr. Hendler 
the same treatment as that act afforded 
other taxpayers. The amendment con­
tained in section 910 of the social- 
security-tax amendments of 1939 ap­
pears to me to be commendable in that, 
although it is specific legislation cover­
ing a subject which would not appear 
to fall under the title, it corrects an 
obvious unjust inconsistency.
Consolidated Returns
With centralization in Washington, 
the returns of affiliated companies, to a 
reasonable degree, could be assembled 
and reviewed whether they were filed in 
the same collector’s office or in the offices 
of the collectors for the district of re­
spective corporations. With decentral­
ization, it appears that it is practically 
impossible to coordinate the divisions 
in such a manner as to protect properly 
the Treasury in cases where returns of 
affiliated companies are filed with va­
rious collectors, examined from offices 
with different internal revenue agents 
in charge, and settled in separate divi­
sions of the Bureau of Internal Revenue. 
In recent years many cases have arisen 
which are principally atrributable to 
intercompany transactions on issues 
which would not have existed if con­
solidated returns were either required or 
permitted. The elimination of the right 
to file consolidated returns was founded 
upon the theory that each corporation 
is a separate legal entity and therefore 
its income-tax liability should be sepa­
rately determined.
Section 112 (b) (6) has permitted the 
nontaxable liquidation of unnecessary 
subsidiaries. It must, however, be recog­
nized that the existence of many sub­
sidiaries must be continued for numer­
ous reasons, including:
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1. Cases where the subsidiaries have 
minority shareholders or creditors 
whose rights would be materially 
affected by the liquidation.
2. State laws which in some instances 
require that a corporation other than 
a corporation of that particular state 
may not own real estate to the ex­
tent that it is required in the enter­
prise.
3. Cases where the subsidiary’s opera­
tion is that of a public utility or 
similar service organization subject 
to governmental supervision.
The filing of separate rather than 
consolidated returns, in my opinion has 
led to, if not in effect invited, artifi­
ciality in intercompany transactions. 
On the other hand the right to file, or 
requirement to file, consolidated returns 
has the reverse effect, since intercom­
pany transactions are all reflected in 
one return and therefore may be most 
readily scrutinized in the examination 
of that return. The result of a consol­
idated return is the determination of 
the net income of the enterprise on 
which a tax should be, and is required 
to be, paid.
Neither the Securities and Exchange 
Commission, stock exchanges, nor the 
investing public are willing to accept 
separate accounts merely because of 
the fact that a parent company is a 
separate legal entity from its wholly 
owned subsidiaries. They therefore in­
sist upon being furnished with consol­
idated accounts in order that they may 
thereby obtain information as to the 
financial condition and the results from 
operation of the enterprise in which they 
are interested. This same fundamental 
basis was the occasion for requiring 
consolidated federal excess-profits-tax 
returns in 1917 and consolidated in­
come and excess-profits-tax returns for 
1918 and the immediately succeeding 
years.
I believe that taxpayers’ interests as 
well as those of the Treasury Depart­
ment will best be served by re-establish­
ing the right and possibly requiring 
consolidated returns for affiliated cor­
porations. Most of the changes con­
tained in the revenue act of 1939 
were not new in principle and this sug­
gestion is not a new question. Decen­
tralization can best be accomplished if 
Congress will thus substantially reduce 
the number of cases where it is necessary 
to refer matters from one division to 
another in order to effectively protect 
the Treasury Department’s interests as 
well as do justice to the taxpayer.
It may be suggested that certain of the 
provisions of the federal tax structure 
as it is now constituted will present dif­
ficulties in re-establishing consolidated 
returns. I do not believe that any of 
these are insurmountable; in fact I 
believe that most of them can be quite 
easily handled.
While I would advocate exclusion of 
intercompany dividends in consolidated 
returns as a factor in determining the 
tax liability, it may be that the condition 
of the Treasury would not permit this 
simplification at the present time with­
out some other increase in taxes. In that 
event I believe that the taxation of 
intercompany dividends to the extent 
that they are now subjected to tax 
could readily be handled in substan­
tially the same manner as was the basic 
2 per cent normal income tax under the 
revenue act of 1917.
Even if it is assumed that the capital­
stock and excess-profits-tax features of 
the tax law must be continued for the 
present there is no apparent reason why 
in the case of a consolidated federal 
income-tax return the parent company 
should not be permitted to declare a 
capital-stock-tax value for itself and the 
subsidiaries which are included in the 
consolidated federal income-tax return. 
Adjustments of the original declared 
value could readily be made on a 
consolidated basis and this would neces­
sarily suggest that the excess-profits 
tax, if any, should also be computed on 
the basis of the consolidated return.
For the present I have confined my 
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suggestion to consolidated returns which 
are generally referred to as “A” consol­
idations, that is, returns of parent and 
subsidiary companies.
If it should be decided that so-called 
“B” consolidations should also be 
considered, it seems to me that ap­
propriate provisions could readily be 
made, although to me this type of 
consolidated return is less important 
both from the points of view of the 
taxpayer and the Treasury Department.
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Accountancy and the Nation’s Business
BY EDWARD J. NOBLE
I consider it both a pleasure and an unusual opportunity to be able to address the annual meeting of the American Institute of Accountants. The 
importance of this opportunity stems 
from the fact that the members of your 
profession are in constant touch with 
business executives in all branches of 
American industry. Through this va­
riety of contacts you obtain a cosmopol­
itan point of view and, at the same time, 
have the ability to spread understand­
ing and knowledge in the business 
community.
It is because of this migrant nature of 
your work that I feel the presence of 
the entire industrial leadership of this 
country at this meeting. I know that in 
addressing you and in imparting the 
message I should like to deliver, I shall 
be reaching those in every walk of our 
industrial life.
The interests of all of us at this mo­
ment are centered on the feverish wave 
of buying in commodity and security 
markets which we have witnessed since 
the outbreak of the war in Europe. The 
past fortnight has brought a spectacu­
lar rise in prices and a rush to cover 
near-term requirements that have even 
infected consumers. To those of us who 
are attempting to follow the business 
situation calmly and objectively these 
developments have caused much con­
cern over possible reactions from this 
speculative activity. Many businessmen 
who observe beyond the walls of their 
own plant are also troubled over this 
situation. We cannot afford to let our 
emotions rule at this time. On the con­
trary, present events require that we 
evaluate the situation dispassionately.
Obviously, we cannot foretell at this
Note.—Mr. Noble is Under Secretary of 
Commerce. 
time the repercussions of the European 
conflict upon our domestic economy. 
We cannot, with any degree of assur­
ance, know what is going to happen to 
our export market nor what will happen 
within our own borders as a result of 
the war. I believe it is essential that we 
attempt to detach ourselves from the 
present fever and to consider those basic 
factors in our own economy which are 
essential to its successful operation. 
The best insurance we can have for the 
continuation of our democratic system 
is a full utilization of our vast produc­
tive resources. Let us at this time give 
consideration to the fundamentals, 
which, in my estimation, are the same 
now as they were before the outbreak of 
the war.
The primary concern of all of us who 
are interested in the economic develop­
ment of this country is the increase in 
the volume of business output and in 
reasonable profits. To the nation these 
objectives may be translated realistic­
ally in terms of more jobs, a higher na­
tional income, better standards of liv­
ing, lower tax burdens, and, in general, 
a more efficiently operated economic 
system. You, as members of the busi­
ness community, have the same com­
mon objectives as has the Government. 
Both have vital stakes in the progress 
of the economic system. Both desire 
that our commercial undertakings be 
strengthened and invigorated.
Official Washington wants to see a 
fuller utilization of our productive re­
sources both in man power, machinery, 
and natural facilities. It realizes that 
this can best be obtained through the 
thriving of business enterprises. Secre­
tary of Commerce Hopkins has ex­
pressed himself this way, “We believe 
in the virtues and values of private
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business enterprise.” May I state that 
from continuous contact in Washington 
for a period of many, many months, I 
am convinced that the members of the 
Administration have as their general 
objectives an earnest and sincere en­
deavor to bring about circumstances 
and policies which will insure the con­
tinued existence of our competitive 
economy in the most certain way possi­
ble, namely, through its successful 
operation.
I have found in Washington a full 
realization of the complexity of the 
economic problems facing our Govern­
ment. There is a disdain for suggestions 
and propaganda calling for the Govern­
ment’s taking over business functions. 
There is no desire to run business, but 
rather a sincere interest in helping busi­
ness run well. Government, as a repre­
sentative of the public interest, has a 
responsibility to the people in the way 
in which the economic machine is oper­
ating. A healthy economic system is 
essential to our welfare as a nation and 
as a democracy, and I am heartily in 
accord with the view that the health of 
the system is a matter of public concern.
First, it is agreed that we all want 
full business recovery. As an essential 
prerequisite to that attainment, busi­
ness and Government must approach 
our problems constructively and ob­
jectively. This is important and it is 
vitally necessary that both deal with 
each other in the spirit of good faith and 
without emotional recriminations.
Let us take an inventory of our posi­
tion today. Looking over the immediate 
past, we can take heart in the fact that 
during the past four months, beginning 
in the middle of May, we have experi­
enced a definite upturn in business 
activity. The records of the year to date 
show substantial increases over the cor­
responding period of 1938. We are 
within striking distance of the recovery 
peak of 1937.
We have come a long way from the 
stagnation of 1932. The national income 
rose from the low point in that year of 
40 billion dollars to over 70 billions in 
1937 and is currently running at a rate 
of perhaps 67 billion dollars. We have 
seen the index of industrial production 
rise from 64 in 1932, to 110 in 1937, and 
it is now above 100 again. The number 
of people employed is many millions 
above the level prevailing in 1932. De­
spite all these advances there is still 
much to be done, and it is toward the 
goal of full economic recovery, full em­
ployment, and full utilization of our 
great industrial capacity to which we 
must now direct ourselves. We all know 
that our country is capable of much 
greater industrial activity.
I should like to emphasize especially 
the matter which I consider to be the 
key to recovery — namely, business 
volume. My first public expression when 
I took over my duties in the Department 
of Commerce was to the effect that I 
was a “nut” on business volume. I told 
newspapermen that automats make 
millions of dollars while many expensive 
restaurants go out of business. I told 
them that once we get into the area of 
mass production there would be profits 
and prosperity. Of course, the attain­
ment of increased volume is not easy. 
I do not wish to imply that all of our 
difficulty can be reduced to one simple 
term or a series of terms. There are 
many factors which must be taken into 
account, but I wish to emphasize the 
importance of keeping in mind the ob­
jective of volume of commodities and 
services. After all, for the economic sys­
tem as a whole, that is the goal of our 
effort. You and I are engaged in produc­
tion, in the creation of goods and serv­
ices which go to make up our standard 
of living.
Some months ago very important 
testimony was presented to the Tem­
porary National Economic Committee, 
which, in my estimation, helped us a 
great deal in appraising our business 
structure. This testimony centered 
around the vital significance of savings 
280
Accountancy and the Nation's Business
and investment in the achievement of 
full recovery. This is the crux of our 
problem. It was of prime importance 
before the outbreak of war and it is 
still the core of the problem.
The testimony before that committee 
pointed to the conclusion that full re­
covery could not be reached until the 
large volume of idle financial resources 
now available in this country found its 
way into investment outlets in the 
production of capital goods. These idle 
resources must be turned into produc­
tive use, which in turns means the utili­
zation of those human and material 
assets now unemployed, to the end of 
achieving a higher level of the national 
income.
Just what is the national income? 
What is the process of the flow of funds 
through our economic system? What 
leakages are there which interrupt the 
flow? What is the relationship between 
savings and investment? For the sake of 
clarity, and in order to provoke discus­
sion on these matters, I shall over­
simplify my remarks on the subject of 
the flow of income.
First we must recognize the fact that 
the national income measures two things 
at the same time. On the one hand, it is 
equal to the sum of all individual in­
comes and the undistributed profits of 
corporations. It is your income and 
mine, your salaries and wages, divi­
dends and interest, and that of every­
one else to whom an income is paid for 
having contributed in some way or 
other to economic activity. On the other 
hand, the national income is equal to 
the value of all goods and services pro­
duced. It includes the value of clothes 
and food and shelter, of plants and 
equipment and of the doctors’ and law­
yers’ and teachers’ services. Thus, the 
national income is both the sum of per­
sonal and group income and the value 
of all goods and services created.
Now it is obvious that if all the in­
come of individuals and the retained 
earnings of corporations are spent, then 
all the goods and services produced will 
be sold. The form which the goods and 
services take depends, of course, upon 
the nature of the expenditures. Some 
of the income will be spent for necessi­
ties of life, some will be spent for luxur­
ies, some will be used to purchase con­
sumer durable goods, some will be used 
to purchase new plant and equipment, 
and some will be used to purchase 
services. Regardless of what the income 
is used for or the character of the aggre­
gate of goods and services produced, the 
two are equal, and the economic system 
will function effectively so long as all 
income is spent. Of course, not every 
business will sell what it has produced 
for the exact prices it anticipated. 
There are bound to be mistakes in fore­
casting demand. Some enterprises will 
realize higher sales than expected and 
others will be disappointed.
If some part of the total income is not 
spent, then, obviously, the total receipts 
from sales for business as a whole will 
not be equal to all of the payments made 
as individual or corporate incomes. As a 
result, either production will decline or 
inventories will necessarily be accumu­
lated. Of course, our total volume of 
savings does not represent unspent in­
come. Savings by one individual may be 
borrowed by another and spent for 
goods and services. These expenditures 
are just as effective in maintaining the 
flow of our national income as are the 
expenditures of original income recipi­
ents. It is when income is saved and not 
utilized that the flow of income is 
interrupted. Therefore, if the national 
income is to be higher, which means a 
higher volume of savings, there must be 
increased use of savings through capital 
investment.
As you all know, the volume of sav­
ings varies with the total of the national 
income. Our economic system normally 
generates a volume of net savings of 
something between 5 and 15 billion dol­
lars. I say net savings in order to leave 
out of the picture depreciation and the 
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amount of capital goods produced to 
offset the extent of depreciation. These 
savings of from 5 to 15 billion dollars 
are not, contrary to a popular concep­
tion, largely the unspent income of a 
comparatively few wealthy individuals. 
They are an accumulation of the un­
spent income of people with very mod­
erate incomes as well as those in the 
middle and upper income classes. A 
substantial part of our national savings 
is accumulated through institutional 
channels, particularly for the purchase 
of insurance, building and loan shares, 
accumulations in savings accounts, and 
retained profits of business corporations.
In recent years we have observed the 
phenomena of a large volume of invest­
ment resources which have not found 
their way into private investment 
channels. New investment has not kept 
pace with the volume of savings essen­
tial to an increasing national income. 
That is why the national income has 
been at a level far below what our re­
sources will permit. There is evidence of 
this situation on all sides of us. Excess 
reserves in our banking system have 
risen to unprecedented heights. Interest 
rates have been very low in recent 
years. We are all aware that idle funds 
have not found profitable use. It is a 
major requisite for the reestablishment 
of full recovery that these funds must 
flow into new investment.
If we are to have a national income of 
80 or 90 or 100 billion dollars, we must 
have new investment which will absorb 
savings of perhaps 15 or even 20 billion 
dollars. That is the amount which the 
American people will attempt to save at 
these income levels. Finding the ways 
and means of stimulating the flow of 
new investment is the basic problem 
with which we are faced. In a word, ours 
is the job of activating financial re­
sources and putting idle savings to 
productive use.
In our discussion we have noted that 
the income of the American people plus 
retained profits by corporations are 
equal to the goods and services pro­
duced. There are those who say that if 
savings do not flow into investment, 
thereby making effective use of the en­
tire income, it is necessary to reduce 
savings and thus increase the propor­
tion of incomes which are spent for con­
sumer goods. This conclusion is reached 
on the assumption that new invest­
ments are deficient because we as a na­
tion are saving more than it is physi­
cally possible to invest. These people 
have the idea that there is an outlet for 
only a fixed sum of investment, that the 
volume of savings must be kept down to 
fit investment outlets. I seriously doubt 
that such a singular conclusion is justi­
fied.
The immediate and practical prob­
lem is one of increasing investment. To 
me the possibility of investing is not 
limited and fixed. Instead it depends 
entirely upon the prospects of return 
upon that investment. This in turn de­
pends in large degree upon how much 
you have to pay for investment funds 
and how much you have to pay for in­
vestment goods. In other words the 
cost of investment is the important ele­
ment, for at some price there is certain 
to be forthcoming the actual demand. 
Proper cost and price relationships will 
solve the investment problem.
I am convinced, and I believe that all 
thinking individuals will agree with me, 
that the needs of this country are so 
vast as to preclude any acceptance of 
the philosophy that investment op­
portunities no longer exist. There are 
vast slum areas in our urban centers to 
be cleared, extensive power lines to be 
built in our rural as well as urban areas, 
modernization needed in our railroad 
and other industries, replacement of 
plant and equipment which has been 
outmoded, and the development of new 
products and new processes resulting 
from our inventive genius. This country 
was built and developed on the basis of 
meeting these needs. It is true there are 
risks involved in investment, but that 
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has always been true. It is equally true 
that profits come to those who are 
willing to assume risks and responsibili­
ties.
We must ask ourselves why new in­
vestment has not emerged in sufficient 
quantity to aid in expanding national 
income. There is no one single factor 
but rather a series of influences which 
might be mentioned in this connection. 
We have passed through an unprece­
dented depression. The nation was on 
the verge of economic dissolution with 
the largest volume of unemployment on 
record, a near complete breakdown of 
our banking structure, and, in general, 
a disintegration in the economic system 
which could not long continue. Having 
come through this period, our bankers 
and our business executives are far 
more cautious than they were in the 
1920’s. There is a hesitation to enter 
speculative ventures despite the abun­
dance of investment resources. We have 
made necessary reforms, most of which 
have been long overdue and which re­
quire some time for proper orientation 
and universal acceptance. Further, we 
no longer have the same large volume of 
export trade which was made possible 
by the loans of the 1920’s. We must 
understand that readjustments take 
time, and we must not despair just be­
cause the process has been slow. I, my­
self, have full and complete confidence 
in die future of this country and in the 
ability of our business and Government 
leaders to make the necessary changes 
and to adjust themselves accordingly.
In this connection I should like to 
express myself as to what I conceive to 
be the difference between the responsi­
bility of business and of Government. 
As one who has been an active partici­
pant in business matters for a great 
many years, I have a full appreciation 
of the problems and responsibilities of 
the businessman. I know that profits 
are the incentive to him. I know that he 
is faced from day to day with details of 
business operations which to him are 
all-important and in the determination 
of which he brings about success or fail­
ure. These current day-to-day practical 
aspects of running a business are not 
always consistent with the broader 
problems and requirements which face 
the Government. I believe that business 
has the responsibility to turn out as 
good a product as it can for the lowest 
price it can charge. However, I do not 
feel that business can be expected to 
hire men it does not need nor to invest 
capital it cannot use for some greater 
good than the good of the business itself. 
That is, the business enterprise must 
consider its own interests if it is to sur­
vive in the competitive world.
The individual interests of each busi­
nessman and of each business enterprise 
may or may not be consistent with the 
general welfare of the entire industry or 
the local community or the nation. 
There are fundamental aspects of our 
economic system which must be taken 
into account, and here is where the re­
sponsibility of the Government enters. 
Here is where the businessman, as a 
very important part of that Govern­
ment, must be a statesman. As a voter, 
a tax payer, and an important influence 
in his community, the businessman is 
part of the Government. In this posi­
tion he must play the part of the states­
man and gauge his perspective accord­
ingly. Upon the Government rests the 
responsibility of guaranteeing to indi­
viduals those inalienable rights which 
we, as a democracy, recognize as essen­
tial for our general welfare. These rights 
are flexible and change with times. We 
have increasingly recognized the re­
sponsibility of the Government in aid­
ing in the healthy operation of our eco­
nomic system. We have recognized the 
responsibility of the Government in 
protecting investors. We have recog­
nized the responsibility of the Govern­
ment in finding opportunity to work for 
those who are dependent upon others 
for the means of livelihood. In general, it 
is the responsibility of the Government 
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to help bring about within the frame­
work of the democratic process and the 
system of private profit, economic prog­
ress and economic prosperity which we 
all agree is justified by our vast re­
sources.
Tied in with the matter of new in­
vestment, as I have indicated, is the 
problem of prices and the relationship of 
prices to business volume and general 
recovery. Proper price relationships are 
essential to bring about the increased 
investment which we have observed as 
necessary. Prices must be in proper re­
lation to the national income to insure a 
larger and larger volume of production 
and full employment.
I am convinced that business must 
give considerable attention to this price 
problem if it is going to make its con­
tribution to recovery. Prices must be 
low enough to enable our national income 
to take a greater volume of production 
off the market. With the national in­
come now on the upgrade, business 
should make every effort to hold back 
from premature price increases and 
wherever possible to reduce prices so 
that volume will be increased.
Many times when I try to stress the 
importance of low prices and high vol­
ume in business recovery, the objection 
is raised that costs are fixed and the 
margin of profit per unit above these 
fixed costs is too small to allow any 
price reduction. But you know and I 
know that it is a peculiar industry that 
has fixed costs per unit of output. It is 
characteristic of modern large-scale in­
dustry that a large proportion of costs 
are in overhead which does not increase 
as volume increases. The importance of 
overhead in total costs means that unit 
costs are not fixed, and that they would 
be lowered if volume could be increased 
through lower prices or other means. 
Too frequently we are inclined to look 
upon all price reductions as a calamity, 
without realizing that if unit costs are 
reduced by an increase in volume, we 
can show a larger total profit even 
though profit per unit declines. It is not 
too much to say that economic progress 
is achieved by the ability of industry to 
turn out goods at continually lower 
prices. For this reason, I look upon the 
price reductions that have been effected 
during the past year in certain indus­
tries, as one of the brightest spots in the 
current business picture. They have im­
proved existing relationships. This does 
not mean that some prices are not too 
low at present and that it is not desir­
able that such prices move higher.
I can sum up what I have in mind by 
saying that volume, through appropri­
ate price policy, is the key to recovery. 
You will all recognize that the achieve­
ment of volume is directly related to the 
problem of increasing investment. Low 
prices and larger volume for consump­
tion goods will make more investment 
necessary. Low prices on capital goods 
will make a larger volume of investment 
profitable. Business has a responsibility 
to adjust its price policy to obtain 
greater volume to the fullest extent 
that it is capable. It should not have 
prices geared to such a level that normal 
profits are earned when the capacity 
utilized is much less than normal. I call 
your attention to the fact that earnings 
as reported by the Standard Statistics 
Company, for four hundred industrial 
corporations in 1936 and 1937 compared 
favorably with those of 1927 and 1928. 
Net earnings for industrials in recent 
years have been quite high when con­
sideration is given to the volume of 
operations. These figures show that 
from a low of one per cent on invested 
capital in 1932, earnings rose to 9.7 per 
cent in 1937. It seems to me that such 
figures would allow a little experimenta­
tion with prices to see if volume could 
not be increased, unit costs decreased, 
and total profits raised to even higher 
levels.
I realize that in many cases the prob­
lem is a difficult one, especially where the 
products of one firm are only purchased 
in conjunction with the products of 
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other firms. That is, where the unit of 
demand is a composite of many prod­
ucts and services, as for example the 
demand for housing. It is only joint ac­
tion that can be effective. Reducing the 
price of any one product alone cannot 
have the stimulating effect on volume 
that is desired.
And yet it is particularly in those in­
dustries that the greatest benefit from 
concerted price reductions could be ob­
tained. Consider the possibilities in the 
building industry. There can be no 
doubt that an industry which has lagged 
behind for the past ten years could do 
itself and the country a great service if 
the producers of various building mate­
rials would get together in a unified ef­
fort with the building trades unions and 
strive to reduce the costs of construc­
tion. The latter, of course, are interested 
in the annual wage which could be 
increased with a larger volume of con­
struction if rates were to be lowered. 
Whereas the possibilities in the con­
struction field by private business are 
tremendous, that industry has been 
operating at a third lower than its 1929 
volume. And we all know to what extent 
it has been maintained in recent years 
by [the actions of the Federal Govern­
ment.
Turning our attention once again to 
the current situation we should raise the 
question as to whether there has been a 
change in these basic factors as a result 
of the outbreak of the war. While many 
elements have changed, the funda­
mental considerations which we have 
just discussed and to which we were de­
voting our attention before the war 
remain the same. It is obvious that the 
recent spurt of commodity prices is 
based upon the expectation of a sub­
stantial increase of demand due to war 
needs. But I believe there are factors in 
the current situation which makes 
doubtful any exact duplication of the 
1914-1918 developments. In the first 
place, the current war did not come 
with the suddenness and surprise of the 
last war. The belligerents at the present 
time have had several years of intensive 
preparation for hostilities, and this 
makes it very doubtful that we will feel 
a strong increase in demand from 
abroad in the near future. Secondly, im­
mediate adoption of economy measures 
by belligerents in the form of rationing 
and licensing will serve to limit export 
opportunities. Thirdly, our very pro­
nounced creditor position stands in 
marked contrast to our debtor position 
among nations at the beginning of the 
World War. Finally, there are bound to 
be numerous shifts in the types of com­
modities we export which will be a dis­
turbing factor in our foreign trade pic­
ture. It leaves in doubt the net effect of 
the war upon our export trade.
I should also like to point out that 
any substantial increase in exports will 
depend upon the duration of the war. If 
for any reason war is not a prolonged 
one, the effect upon our economy will be 
negligible. For these reasons I do not 
feel that the war should materially alter 
our calculations of the current eco­
nomic situation or alter our basic plans 
for the immediate future. Our economy 
was on the upgrade when the war came 
and we should base our calculations and 
policy only upon the increase in busi­
ness which we had been expecting for 
some time. I therefore feel that if we 
experience recovery largely through for­
ward buying and inventory accumula­
tion without any increased private in­
dustrial investment an adverse period 
of readjustment is bound to come before 
very long. If, however, the present spurt 
is carried forward by a large private 
investment based on the needs of our 
domestic economy, we can more quickly 
and soundly approach full employment. 
Once again prices are very important in 
determining whether or not there will 
be the investment necessary to give us a 
high national income. I hope that our 
businessmen will recognize this factor 
and resist unjustified runaway prices 
which are in the nature of a mirage as 
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far as sound recovery is concerned. I ask 
the business community to give due 
consideration to these fundamentals 
which I have discussed here and to help 
bring about those cost and price rela­
tionships which will encourage rather 
than discourage a broad recovery in 
this country.
These basic problems demand imme­
diate and serious attention by the busi­
ness community. They are a few of the 
many problems under scrutiny by the 
Department of Commerce. I am con­
vinced that the Department will play a 
leading ro1e in determining the causes 
and effects of our economic gyrations 
and help business arrive at practical 
solutions. The Department is your 
channel of expression in Washington 
and it is the branch of the Federal Gov­
ernment most immediately concerned 
with your welfare and your interests. 
You may rest assured that we shall di­
rect our efforts toward so revitalizing 
our economic system as to give you the 
opportunities for expansion and the 
prospects for profits which we all recog­
nize as so essential.
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by Philip A. Benson
T
wenty-five years ago the major 
nations of Europe embarked upon 
a great war, and twenty-two years 
ago our country joined in it. Before it 
was over, most of the nations of the 
world were participating in some de­
gree. On one side were arrayed the 
autocracies and on the other those pro­
fessing democracy. Ten million lives 
were lost and untold billions of dollars 
of wealth were destroyed. By the time 
our country entered, it had become a 
war to make the world safe for democ­
racy. And it concluded on a note of high 
idealism, with banishment of dictators 
and with justice promised to all people.
The treaty of peace, however, did not 
establish peace. Instead it seemed to 
sow the seeds of further strife which has 
brought us back through a cycle of two 
decades to a new form of dictatorship 
and to an intensified degree of power 
politics, more threatening even than 
those of the intermittent sword-rattling 
periods that preceded the World War. 
And finally it has brought us to another 
war.
What the end will be no man can 
foresee. We can only hope that the 
civilization that we know will survive 
and that at the conclusion of this strug­
gle means may be found to bring an end 
to the efforts to settle disputes with force.
Those nations which did not go down 
economically in the last war experienced 
some degree of collapse in the after­
math. And yet one of the two nations 
whose people suffered the worst col­
lapse has had the temerity to start 
another war. To the popular statement 
that war settles nothing we can add 
that war causes economic crises which 
threaten men’s freedom.
Note.—Mr. Benson is immediate past presi­
dent of the American Bankers Association.
We live in an age full of contradic­
tions. The discoveries of science and the 
skill of invention bring about material 
progress and add to the comfort and 
enjoyment of life while enthroned 
greed, egotism, and wickedness produce 
conditions like those which charac­
terized the dark ages. We have a huge 
supply of natural resources, fields that 
yield abundant harvests, highly efficient 
modern methods of manufacturing, 
transportation, and marketing, and at 
the same time an army of unemployed 
and staggering relief rolls. We have high­
school students by the millions and col­
lege graduates by the hundreds of 
thousands, and yet so many are eco­
nomic illiterates that the sophistries of 
every crackpot find ready acceptance.
For the past ten years we have ex­
perienced depression in all its phases. 
People prate about this depression as 
if it were a purely domestic phenom­
enon caused by evil, ruthless men asso­
ciated with big business and finance. Of 
course there were selfish men in places 
of business leadership who betrayed not 
only their associates, but the public as 
well. There were excesses that needed 
to be curbed and safeguards that had to 
be established to protect the unwary. 
We should be willing to admit that. 
Every time of testing reveals weak­
nesses both in men and machinery. 
Undoubtedly there are still men in the 
business world whose selfishness blinds 
them to the public need. There are 
probably even a few who are “evil,” 
who play cards, and who drink whiskey. 
But the record also shows that there 
have been stupid, corrupt, and selfish 
men in government. Men who think 
only of their own advancement, and 
demagogues who are unreasonable and 
fanatical. Let us remember we have had 
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a Huey Long in public life! Moreover, 
in the past two years we have seen or­
ganized labor, encouraged by the silence 
of government, seize private property, 
and right now we see workingmen and 
businessmen made the injured and inno­
cent bystanders in a titanic struggle 
between two factions for the control of 
organized labor.
The sins have not all been on the side 
of business and finance. But the sins of 
business and finance have been thor­
oughly exploited by politicians through 
political investigations which have made 
sensational headlines and led the public 
to conclude that the transgressions of 
the few should be imputed to all. By 
this means the business order was dis­
credited, business initiative and courage 
were weakened, and the way was cleared 
for public acceptance of a variety of 
fantastic schemes projected in the 
names of recovery and reform.
Rather than such a simple thing as 
a crisis provoked by the evils of busi­
ness, the crisis of 1929-1933 was part of 
a world-wide economic and social 
cataclysm caused by the maladjust­
ments associated with the World War, 
a war which all but destroyed the sys­
tem of international trade which the 
world had been building up for a cen­
tury — a cataclysm in which all values 
descended to a point where general sol­
vency was impaired; a cataclysm which 
penalized sane and sound endeavor and 
lifted fanatics to places of power; a 
cataclysm which destroyed freedom in 
all but the seasoned democracies. Let us 
keep that in mind as we relive the war 
times of twenty-five years ago.
The destructive forces of the World 
War swept away many of our estab­
lished institutions. It upset many of 
our social customs. It destroyed the bar­
riers that prevented headlong haste and 
assured us that evolution rather than 
revolution would control our progress. 
Great social forces were unleashed 
which, in their inexperience and im­
maturity, tried heedlessly to bend the 
economic system to their will, without 
adequate consideration of the cost to 
society.
Even in some of the seasoned democ­
racies the backwash of this cataclysm 
swept out existing administrations and 
substituted governments which, by 
means of economic excesses practised in 
an effort at hasty social reform, un­
dermined the economic strength of 
these democracies. England collapsed 
under the socialistic labor-party leader­
ship in 1931. France, under the govern­
ment of the front populaire, was reduced 
to impotence before the threat, a year 
ago, of a Germany she had helped to 
vanquish but twenty years before. We 
ourselves have been on a long migration 
from our moorings. In the name of social 
reform and sharing of wealth we have 
trebled our national debt, levied bur­
densome taxes, and imposed govern­
mental and production restrictions on 
our economy, which, unless they are 
relaxed, must result in a lowering of our 
standard of living.
At a time when the morale of people 
and the shattered economic order 
needed repair, nation after nation has 
resorted to policies which have further 
weakened their already strained eco­
nomic structures and which have fur­
ther intensified their confusion.
Experience seems to indicate that, 
once embarked on such a course, na­
tions continue on it until some crisis 
shocks them out of it. Economic col­
lapse and socialistic excesses in Germany 
and Italy led to dictatorships. England 
continued on her extravagant course 
until her economy collapsed in 1931. 
France continued on hers until after 
Munich, when the threat of war with 
Germany shocked her people into a 
realization of the imperative need of 
repairing her economy. She had swung 
far to the left, and she had to swing 
back quickly.
Our nation has been no exception. At 
a time when public morale and the 
business structure have needed building 
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up, we as a people have entertained the 
employment of conflicting and con­
tradictory measures which could only 
intensify our difficulties. Recovery meas­
ures were antidoted by hasty reform 
measures in conflict with the need of the 
hour. We shall never solve our real 
problems in this manner. Until recently 
we have solved them through the proc­
ess of reason, and we have done this 
within the system of checks and bal­
ances provided in our Constitution, by 
means of which we have been assured 
that deliberation, reason, and mature 
judgment would be brought to bear on 
the settlement of our problems and 
would control our decisions.
Since our economy is stronger than 
those of the war-torn countries, we have 
been able to withstand a more pro­
tracted depression. That is but another 
way of saying that we shall probably 
entertain depression as long as we can 
afford it. We shall probably continue 
our course until we are shocked out of 
it. Meanwhile, like other peoples, we 
shall have exhausted much of our re­
serve strength, assumed larger burdens, 
and impaired rather than improved our 
potential standard of living.
If the wealth of this nation is to be 
redistributed, little benefit will accrue 
to anybody unless we create more 
wealth to share. The only real wealth 
that can be shared consists of goods and 
services. The only means by which we 
can all have more is by producing more. 
This desired end cannot be achieved by 
shackling business and discouraging 
production. We have experienced the 
more abundant life in this country for 
generations, brought about by business­
men operating under our system of free 
enterprise. No one has yet pointed out a 
better way, nor one which benefits more 
people.
While on this point, it is interesting 
to note that after nine years of depres­
sion, recovery, and reform, the United 
States trails much of the world in pro­
duction as compared with 1929. Taking 
1929 as equaling 100, industrial produc­
tion in England in 1938 was 115.7, in 
Germany 126.2, in Norway 127.2, in 
Sweden 146.0, in Holland 89.8, in 
France 76.9, and in the United States 
72.3, according to statistics published 
by the League of Nations. Not all these 
countries were involved in the arma­
ment race. Indeed, even England and 
France did not begin rearmament in a 
really big way until 1938.
Consistency has not been a virtue of 
the recovery program in America. The 
victorious Democratic party, in its plat­
form of 1932, declared itself for the 
“maintenance of the national credit by 
a federal budget annually balanced on 
the basis of accurate executive estimates 
within revenues, raised by a system of 
taxation levied on the principle of abil­
ity to pay.”
And the victorious candidate of the 
party that year declared, three months 
before his election, that “with these 
declarations for a balanced budget and 
a sound currency, the Democratic party 
sets its face against the time-serving and 
disastrous fiscal policy of recent years. 
Revenues must cover expenses by one 
means or another. Any government, 
like any family, can for a year spend a 
little more than it earns. But you and I 
know that a continuation of that habit 
means the poorhouse.”
We have lived ever since under a sys­
tem of government payment to special 
groups, a federal budget that has con­
tinued increasingly out of balance, and a 
national debt that has risen 26 billion 
dollars.
The outstanding fiscal theory of the 
past several years has been that of com­
pensatory spending, or pump priming. 
According to it, depression feeds upon 
itself. Slackening business creates un­
employment, which creates fear. People 
become afraid to spend, business gets 
worse, more people lose their jobs. The 
pump-priming theory holds that to pre­
vent this vicious spiral the government 
should step into the breach and spend 
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for public works to create employment. 
This spending, according to the theory, 
revives business, private employment 
picks up, fear disappears, private spend­
ing is renewed, normalcy is restored, 
and the government ceases spending.
We have tried to apply this theory for 
six years, and apparently it doesn’t 
work, for the same number of people 
remain unemployed, uncertainty and 
fear prevail, and government spending 
continues.
The next step in the evolution of this 
theory was that if on a national income 
of 60 billion dollars we can raise from 7 
billion to 8 billion in taxes, on a national 
income of 88 billion dollars we could 
raise 18 billion, balance the budget, and 
have 70 billion left over. Since the pre­
vious government spending produced 
neither a balanced budget nor an em­
ployment cure, are we justified in as­
suming that increased spending will do 
it?
The current rationalization holds that 
the United States has reached the point 
of economic maturity where industry 
no longer offers a field for the invest­
ment of the nation’s earnings and that 
this situation retards the economic 
machine and creates unemployment. 
Therefore the third suggested step is 
that the government should take the 
savings, through taxation and through 
borrowing at low interest rates, and 
spend them in the development of new 
products, new industries, and public 
works, thereby stimulating the eco­
nomic machine and creating employ­
ment. These expenditures would be 
outside the budget. The budget would 
be in balance as long as tax income 
covered operating expenses and carrying 
charges of the public debt.
One Government witness testified 
before a committee of Congress that 
“the Government will have to enter 
into the direct financing of activities 
now supposed to be private; and a con­
tinuance of such direct financing must 
mean inevitably that the Government 
will control and own those activities. 
Over a period of years the Government 
gradually will come to own most of the 
productive plants of the United States.” 
The socialists have a name for that. 
Human society is not a laboratory. 
Exact results do not follow the use of a 
given formula. Theoretically, the com­
pensatory spending theory should have 
worked. If it had, the next two steps 
in its rationalization probably would 
not have been born. Having failed to 
work, it is enlarged and rationalized 
into a permanent program, but in a new 
form of spending, called lending. It was 
reflected in the spending-lending bill 
which failed of passage in the last ses­
sion of Congress.
Experience seems to indicate that 
Government will turn the spigot on but 
not off, in spite of the theories of the 
theorists.
The framers of our Constitution 
wisely placed the appropriating power 
of our Government in the hands of the 
lower house of Congress, the branch of 
the legislature closest and, theoretically 
at least, most responsive to the people. 
In other words, they sought to place the 
control of spending as nearly as prac­
ticable in the hands of the people them­
selves. The Constitution states that 
“all bills for raising revenue shall origi­
nate in the House of Representatives, 
but the Senate may propose or concur 
with amendments as on other bills.”
Now if we are to establish two sets of 
books, one for the ordinary operating 
expenses of the Government and an­
other for those spending activities using 
funds obtained by bureaus through bor­
rowing under the coercion of Govern­
ment control or through Government 
banks, it appears that much of the con­
trol of the Government’s spending will 
pass from the hands of Congress into the 
hands of the executive branch of the 
Government, and the Constitution will 
be circumvented.
It is worth bearing in mind that, at 
the same time one Government witness 
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projected this economic maturity theory 
before the monopoly hearing, two 
others proposed a system of government 
banks.
All of this implies, of course, a 
planned economy with wider ramifica­
tions of government in business.
The failure of pump priming or com­
pensatory spending is undoubtedly due 
to the fact that it has led to such ex­
tensive invasion of and interference 
with business as to impair confidence 
in the future of profits. These interfer­
ences, plus a generally antagonistic 
attitude of government toward busi­
ness, have discouraged venturesome 
capital from taking risks and business 
organizations from starting new under­
takings. Capital ventures naturally in 
the expectation of profit. New under­
takings are started and existing ones 
are enlarged in the hope of profit. Risks 
are not taken in an atmosphere hostile 
to profit. That is why the flow of capital 
into industry for new, improved, and 
enlarged equipment is slowed down.
I do not subscribe to the theory that 
American expansion is over. True, the 
old western frontier with its oppor­
tunities is gone. We have a settled 
country. But as the old frontier has dis­
appeared, new frontiers of activity have 
opened. Where in the world has any­
body witnessed such a development of 
new products and services to serve the 
needs of the people as here in our land? 
Our fathers conquered the wilderness. 
We conquer the elements. They discov­
ered new lands. We discover new ways 
to enrich life, reduce distance, and im­
prove comforts. The whole frontier of 
chemistry and mechanics lies before us. 
To say that industry no longer offers 
opportunity for either work or invest­
ment is to say that the creative power 
of the American spirit has come to an 
end.
I believe that, if sufficient recognition 
is given to the social significance of en­
terprise and the fundamental service­
ability of business, industry will con­
tinue to develop and exploit new fields. 
And when it does, ample opportunity 
and ample reward will be found for the 
use of capital.
If we are to continue to have a system 
of free enterprise, capital must flow in a 
natural course from private investors 
into private enterprises. Bank credit 
must flow naturally from independent 
banks into the channels of business. 
You cannot have free enterprise without 
an independent credit and investment 
machinery. Enterprise cannot be free 
if it has to depend on government for its 
supply of credit and capital.
For several years we have tinkered 
with the business machine and we have 
kept the brakes set. And many people 
seem to have come to the conclusion 
that the engine won’t work. The trouble 
is not with the engine but with the 
brakes. Instead of changing the engine, 
let’s release the brakes.
The same process that tightened the 
brakes on business has set them on 
thrift. There has been a steady decline 
in the demand for bank credit and in­
vestment capital. The investment mar­
ket has been flooded with Government 
securities at ever lower rates of interest. 
As a consequence, the ability of lending 
institutions to offer depositors and in­
surance policy holders adequate re­
wards for thrift has been reduced. A 
vanishing interest impairs the rewards 
of thrift, works a hardship on those who 
are dependent on income from savings, 
and can be a real threat to the existence 
of independent financial institutions.
To illustrate the effect of the reduc­
tion of interest rates on the thrifty, one 
popular writer stated recently that on 
the basis of 23 billions of dollars of sav­
ings deposits belonging to 43 million 
people, the cut in average interest rates 
from 3 1/2 per cent in 1933 to 2 per cent 
at the present time cost savers a yearly 
loss of 345 million dollars, or a total loss 
over six years of more than 2 billion 
dollars.
It seems self-evident that the natural 
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flow of capital into the development of 
industry should be from private inves­
tors, not from the government, and 
that the simplest way to break the jam 
would be to substitute for the anti­
business, anticapital policies of gov­
ernment probusiness and procapital 
attitudes and policies.
If we are to maintain a capitalistic 
society we must have healthy business 
and industry. Business is the exchange 
of goods by which we live. Business is 
the hand that feeds us. If we want to 
maintain a prosperous capitalistic or­
der, with a high standard of living and a 
maximum of freedom for the individual, 
we must have a system of free enterprise 
that is really free to function.
The function of government is that 
of umpire or regulator to see that busi­
ness is fairly and honestly conducted. 
Its function is not that of a business 
competitor.
The progress we have made has been 
achieved through the use of savings in 
the creation of the tools of production. 
Man made no progress until he was 
able to produce a surplus above his 
actual needs which he could exchange 
for other wants. Savings are that sur­
plus. Savings are today largely in the 
form of money deposited in institutions 
which are expected to employ it profita­
bly for the saver, or it is invested in en­
terprise or the obligations of enterprise 
for a profit. Thrift, as represented by 
savings, is a necessity of individual and 
national character and an evidence of 
freedom. And the profit motive that is 
the mainspring of the free enterprise or­
der is an essential inducement for thrift.
We cannot go along the road of de­
pression and deficit financing forever. 
We must release the creative forces of 
capital and industry if we are to keep 
our freedom. And in the present situa­
tion of world crisis we should be up and 
doing it.
No man can foretell the ultimate out­
come of the struggle abroad. Perhaps it 
will be economic chaos. Certainly in the 
struggle for recovery debts may be 
canceled and currencies destroyed and 
international competition established on 
labor costs against which we shall find it 
difficult to compete. We may not even 
succeed in sitting safely on the side lines. 
Tragic events in the air and on the sea 
may seriously alter our relations to the 
situation. The consequences are not for 
Europe alone.
We face a challenge. It is: to pull 
ourselves together in the face of danger; 
to bind up the wounds of internal strife; 
to put an end to the disunion which has 
characterized our recent history. We 
might remember that this tragedy 
might not have come upon England 
and France had they been stronger a 
while ago. The stronger we are, the less 
our rights will be invaded.
Neither business nor labor nor Gov­
ernment has been entirely innocent of 
offense in the struggle which has gone 
on now for seven, long years. Each can 
do its part to reorganize American life 
in the face of world crisis.
If I were to propose a prescription, it 
would be to declare an indefinite mora­
torium on legislation, on bureaucratic 
regulations, on reform, and on industrial 
strife. I would dissolve all pressure 
groups and put our financial house in 
order, that we might consolidate our 
strength and stand together a united 
people to meet what comes.
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Accountants and Investment Bankers
By jean C. witter
I
t is indeed a pleasure to be one of 
those to welcome the American 
Institute of Accountants to San 
Francisco. I was flattered when invited 
to participate in your program, and I 
consider it a great privilege as a San 
Franciscan and as president of the 
Investment Bankers Association of 
America to be given the opportunity to 
join in welcoming you. Your fellow 
accountants have already given you the 
key to the city which opens the door to 
the hospitality that was the custom of 
the Franciscan Fathers. I hope you will 
enjoy your visit in our city as much as 
the interesting program which has been 
arranged for you.
In spite of what you have heard of 
the Utopian dreamers who expect to 
receive their ham and eggs on a silver 
platter, I am sure you will find that the 
practical realists in California still out­
weigh them.
While I was told that I had been in­
vited here to add a word of welcome, 
may I also speak briefly regarding the 
mutual interests and responsibilities of 
the American Institute of Accountants 
and the investment bankers? The func­
tion of the accountant is to provide 
accurate facts and information on ac­
counts entrusted to him for examina­
tion. The function of the investment 
banker is to supplement commercial 
banking in assembling investment capi­
tal to meet the requirements of industry 
and commerce and municipal devel­
opments such as schools and public 
buildings. The interests of both have 
always been closely allied and always 
will be. Both contribute greatly to the 
professional well-being of the other.
Note.—Mr. Witter is immediate past presi­
dent of the Investment Bankers Association of 
America.
Investment bankers are dependent 
upon the accountant for accurate fig­
ures. Accountants are dependent upon 
the investment banker for the financ­
ing of new enterprise and expansion 
and for broadening corporate owner­
ship. With the growth of the corpo­
rate form of ownership there has been 
comparable growth of the account­
ing and investment banking profes­
sions. If investment bankers have 
relied upon the accountant in the past, 
this is doubly true now with the Securi­
ties and Exchange Commission set up 
to administer the securities acts. Both 
are more than ever interdependent.
The public relies on both for full dis­
closure of all of the facts and for ac­
curacy. The solving of tax problems 
and the giving of advice regarding 
taxes has become an important part of 
the accountant’s work in serving the 
public. But the responsibility of the 
accountant and the investment banker 
to the public goes much further. Un­
employment is the number one na­
tional problem, and it is incumbent 
upon both to leave no stone unturned in 
their efforts to help reopen the capital 
markets so that industry can grow 
and expand and provide more jobs. 
This responsibility is to themselves and 
everyone in the country — the working­
man, the farmer, the businessman, the 
man on relief. Employment is showing 
some improvement at present, but the 
problem is still as serious as ever and 
this is no time to relax our efforts. In 
our own and the public’s interest we 
must do what we can to remove the 
deterrents to the reopening of the capi­
tal markets. I have five suggestions to 
make.
The first is for those who know most 
about taxes to work toward intelligent 
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tax revision which would stimulate free 
business enterprise and individual ini­
tiative. This very important subject of 
taxation is currently receiving the at­
tention of a subcommittee of the ways 
and means committee of the House of 
Representatives, with the active co­
operation of the Treasury Department. 
John W. Hanes, Acting Secretary of the 
Treasury, has requested suggestions. I 
understand that you anticipate making 
a strong recommendation on this im­
portant subject. I assure you that this 
subject is also receiving major attention 
by the Investment Bankers Associa­
tion.
The second suggestion is that ac­
countants and investment bankers join 
those who have worked under the se­
curities acts and who, after several 
years’ trial, are now demanding that 
the laws be revised. This does not mean 
that anyone advocates doing away with 
the objective of the securities acts, 
which was full disclosure of all material 
facts. Everyone believes in the idea of 
“trust in securities.” But informed 
people know that the unnecessary tech­
nical requirements of the securities 
acts have seriously restricted the buying 
and selling of securities. When the 
regulation interferes with the normal 
functioning of the capital market it is 
time to amend the laws. New enter­
prises must be encouraged. Without 
them, idle men and idle money cannot 
be absorbed. It has been suggested, 
among other things, that our securities 
laws be revised along lines providing 
that a company file a statement dis­
closing all the facts and proceed to sell 
its securities. There would be no delay 
and no unnecessary interferences. But 
the responsibility for full disclosure 
would be placed squarely upon the 
shoulders of the issuer, underwriter, 
accountant, engineer, lawyer, and any­
one else having to do with the issue. In 
case of nondisclosure or fraud, the 
Government would have broad legal 
powers. Certainly any changes in the 
rules, regulations, and laws which will 
facilitate doing business rather than 
hamper it should be made. The ac­
counting and investment banking pro­
fessions should take the initiative in 
bringing these changes about.
The third suggestion has to do with 
private placement, which has grown so 
rapidly under the securities acts. It is 
estimated that 16 per cent of the total 
corporate bonds issued between Janu­
ary, 1934, and June 30, 1938, were 
placed privately. The volume increased 
from about the nominal figure of 
$15,000,000 in 1934, to $650,000,000 in 
1938, according to a New York Herald 
Tribune editorial. The largest private 
placement in 1939 was the $114,500,000 
Commonwealth Edison Company issue 
of 3 1/4 per cent bonds. Personally, I am 
definitely opposed to the trends and 
causes which are leading to private 
sales of securities to a few large in­
surance companies and banks, not sim­
ply because it hurts accountants and 
investment bankers, but because it is 
decidedly contrary to the interest of 
industry, of insurance policyholders and 
of the public generally.
As far as private placement is a re­
sult of a capital market or economic 
situation, it is just a symptom of the 
times. Both accountants and invest­
ment bankers should keep private place­
ment in mind, however, when con­
sidering sound securities acts amend­
ments.
The fourth suggestion is that ac­
countants and investment bankers in 
every state in the Union make it their 
business to know their Senators and 
Congressmen. Every Senator and every 
Congressman is desirous of being well 
informed. In representing the people 
who elected him he wants to understand 
the problems that confront them. He 
wants to get the professional point of 
view of those who know most about 
taxes and securities legislation. We 
have a responsibility to ourselves and to 
the public to see that our representa-
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tives in Washington know us and under­
stand both the importance and the 
basic soundness of our businesses.
With my fifth suggestion I would 
like to close. Frankness and truthful­
ness are what the public demands, and 
we cannot overlook the fact that the 
public lays down the rules for its serv­
ice. Undoubtedly the major contribu­
tion of the Securities and Exchange 
Commission has been to force the dis­
closure of information which, in turn, is 
so largely supplied by you. The require­
ment of annual examinations of listed 
companies by independent public ac­
countants was a forward step welcomed 
by all investment bankers. I believe 
more publicity and less regulation will 
cure most of the evils which prompted 
passage of the securities acts. Good 
public relations policy on the part of 
industry is more and more recognizing 
the wisdom of keeping their employees, 
stockholders, and the public currently 
informed. Those companies which pub­
lish adequate comparative quarterly 
reports are rendering a real service to 
themselves, their management, and 
their stockholders. There are splendid 
examples among corporation reports of 
full, frank, and current disclosure, but 
more can be done by the accountant 
and the investment banker in advocat­
ing the general and voluntary adoption 
of such a policy — a policy which, inci­
dentally, will forestall criticism and 
possible legislative regulations on that 
point. When any corporation goes to 
the public for money, the public is en­
titled to complete and detailed state­
ments at frequent intervals. To be 
specific, why should publicly owned 
companies not publish quarterly com­
parative sales figures so that their 
stockholders and the public can better 
evaluate the companies’ securities? 
Some corporations claim that there is a 
competitive disadvantage in detailed 
publication of their figures, but it does 
not seem to have hurt General Motors 
and Chrysler, which furnish detailed 
and frequent information. Ford Motor 
Company does not report its figures, 
but there is no evidence from the records 
that Ford has had an advantage be­
cause of this. Should Ford ever go to 
the public for financing, the public 
would demand frequent figures.
We are aware of our mutual interests 
and alert to our public responsibilities. 
In concluding these brief remarks, I 
should like to urge that the American 
Institute of Accountants and the In­
vestment Bankers Association of Amer­
ica work shoulder to shoulder in doing 
everything within their power to stimu­
late the capital markets. All authorities 
agree that the capital markets will open 
up in direct proportion to the country’s 
ability to thaw out. It is our mutual 
responsibility to help remove the deter­
rents which have been freezing our 
markets.
I greatly appreciate the privilege of 
meeting you and trust that you will 
thoroughly enjoy your visit here.
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